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Since attribution is the main step 
to be taken in obtaining the excess 
profits tax relief provided for by Code 
Section 456, Mr. Herman T. Reiling, 
an assistant chief counsel of the Bu- 
reau of Internal Revenue, examines 
this section to determine whether the 
required attribution of abnormal in- 
come can be reduced to a workable 
set of rules as a part of the law of 
income tax accounting. * * * * * 

A timely article on the role an ac- 
countant is required to play in a tax 
case having fraud as an issue is pre- 
sented by Harry Graham Balter, an 
authority on the subject of the tax 


ste ‘. st 


aspects of fraud. * * * * * * * * 
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Mr. Sol Mandell discusses the Henry L. Stewart 
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Administrative .ce 


Interpretations 


FEDERAL 
TAXES 


WuiLe on sick leave, an employee re- 
ceived sickness-benefit payments from his employer. On his 
income tax return the employee excluded these payments as 
amounts received through health insurance . . . this plan was 
not an insurance plan. The employee made no contribution ; the 
plan was an incident of the employer-employee relationship since 
only employees were eligible; the company was not obliged to 
furnish health insurance to its employees. The test is: Can the 
employee sue for the benefits should his employer refuse to pay? 
—Epmeier, 52-1 ustc J 9061 (DC Ind.). 


For want of a word a crook was caught 

. . in 1913 the revenue act read like this: “The net income of a 
taxable person which included gains, profits and income .. . from 
...a transaction of any lawful business....” In 1916 this section 
was amended, and one word, “lawful,” was omitted. Now there 
is widespread recognition of the income taxability of unlawful 
gains of many kinds . . . Rutkin v. U. S., Supreme Court, March 
24, 1952—failure to pay income tax on money obtained by extor- 
tion. Other cases dealing with illegal gains are: Johnson v. U. S., 
318 U. S. 189—money paid to a political leader as protection 
against police interference with gamblers; U. S. v. Sullivan, 274 
U. S. 259—illicit traffic in liquor ; Humphreys v. Commissioner, 125 
F. (2d) 340—protection payments to a racketeer and ransom 
paid to a kidnapper; Chadick v. U. S., 77 F. (2d) 961—graft; 
U. S. v. Commerford, 64 F. (2d) 28—bribes ; Patterson v. Anderson, 
20 F. Supp. 799—unlawful insurance policy; Petit, 10 TC 1253— 
black-market gains; Droge, 35 BTA 829—lotteries; Rickard, 15 


BTA 316—illegal prize-fight pictures; McKenna, 1 BTA 326— 
race-track bookmaking. 


RevENvE AGENTS have been recently 
advised by the Commissioner to examine closely all expenditures 
for research and development costs. Research and development 
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costs are a necessary part of most businesses, that is, they are 
recognized as being necessary and unlike other deductions... 
the taxpayer is not required to show that they are ordinary and 
necessary. The tax problem is one of allocating such expendi- 
tures to the particular project and of distinguishing those ex- 
penditures which are capital'in nature. The revenue agents will 
look closely to determine such costs as are deductible by the 
taxpayer in computing net income and will question those which 
are not normally considered to represent research and develop- 
ment costs in the experimental or laboratory sense. Amounts 
paid for new buildings and tools which have a substantial life or 
are adaptable for other use should be capitalized, even though 
used in the particular research or development projects. 
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; the On DOCTOR’S ORDERS the taxpayer 
since sent two small children to boarding school because caring for 
ed to them was jeopardizing the health of the mother. The cost of 
n the maintaining the children at the boarding school was not deduct- 
pay? ible as a medical expense. There is a very interesting and cogent 

dissenting opinion in this case. Read it. The essence of it is this 

... the cure ought to be the doctor’s business not the Commis- 


ught sioner’s.—Ochs v. Commissioner, 52-1 ustc J 9271 (CA-2). 
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THE farmer’s daughter and son who raise 
4-H calves deduct the cost of the calves from the sales price to 
determine gross income. The cost of feeding the calves is not 
deductible at this point. 


THE taxpayer’s salary was $2,427.76. His 
income tax was $278 and his social security tax, $24.33. He lived 
with his mother (age 65) and his father (age 71), one of whom 
received during the year $322.86 and the other one received 
$191.18 in social security benefits. The Commissioner wanted 
$190 more tax, alleging that the taxpayer did not contribute 
more than half of the support to his mother and father. The 
253— court said... “The evidence before us is too indefinite to justify 
d, 15 a holding of error on the part of” the Commissioner.—Maine, 
326— CCH Dec. 18,886(M), 11 TCM 324. 


Wuo contributed more than 50 per cent to 
the support of a son, the mother or the father? The tax deficiency 
was $95. The court found against the Commissioner and for 
the father, stating: 


ently 
itures 
ment 
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“In conclusion we may perhaps be permitted to 
comment that this proceeding adds one more to the increasing list 
as to which only the failure of proper administrative disposition 
can account for their submission here.”—Brumber, CCH Dec. 
18,877(M), 11 TCM 289. 


Pp AYMENTS which a stockholder is required 
to make as transferee of a liquidated corporation area capital 
loss.—Milliken v. Commissioner, 52-1 ustc J 9284 (CA-2). See 
also Commissioner v. Bauer, 52-1 ustc § 9152. The Third Circuit 
to the contrary: Switlik, 50-2 ustc [ 9446. The Tax Court has 
consistently followed the Third Circuit’s position. 


CovENANTS not to compete are often used 
when purchasing a going business. Where the covenant accom- 
panies the transfers of good will, it assures the purchaser of the 
beneficial enjoyment of the good will he has acquired. It is not 
severable and that part of the purchase price allocated to good 
will cannot be depreciated over the life of the covenant.—Burke, 
CCH Dec. 18,898 (18 TC —, No.9). 


THe rule on accruals is . . . the item of 
expense is deductible only in the year when the taxpayer’s lia- 
bility becomes definite and absolute. Interest on notes which 
were payable “only from the net income of the company as 
ascertained and declared” by the board of directors became an 
absolute liability when it was paid from the.net income. The 
Commissioner was overruled.—Pierce Estates, Inc. v. Commis- 
sioner, 52-1 ustc J 9278 (CA-3). 


. OKLAHOMA cigarette tax, in Russell, CCH 
Dec. 18,890(M), 11 TCM 334, $26... in Pratt, CCH Dec. 
18,891(M), 11 TCM 335, $18.25 ... in Ward, CCH Dee. 18,893(M), 


11 TCM 340, $73 ... in Roth, CCH Dec. 18,824, 17 TC —, No. 176, 
$60. All disallowed as a federal income tax deduction. The same 


attorney handled the plaintiff's case in each instance. 


| N OHIO, payments to a deceased employee’s 
widow from a pension-and-profit-sharing plan are transfers to 
take effect on death when, under the plan, the employer made 


all contributions but had no rights of ownership in the fund. | 


Participating employees had a vested interest, postponed only as 
to enjoyment.—Estate of Daniel v. The Fifth-Third Union Trust 
Company, CCH INHERITANCE EsTaTE AND GiFrr Tax REPORTS 
{ 17,554 (Ct. of App., First App. Dist.). 
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The President 


Tax Court Nominations.—John Gregory 
Bruce, Kentucky, and Graydon G. Withey, 
Michigan, were nominated April 16 by the 
President to fill vacancies in the Tax Court 
of the United States. Bruce would fill the 
unexpired 12-year term from June 2, 1946, 
of J. Russell Leech, deceased. Withey 
would fill the unexpired 12-year term from 
June 2, 1948, of Richard L. Disney, retired. 


. The nominations are subject to Senate con- . 


firmation. 


Justice Department Tax Investigation.— 
The House Committee on the Judiciary by 
presidential decree has access to tax re- 
turns of certain members of the Department 
of Justice and the office of the Attorney 
General. Requests for individual returns to 
be examined must be accompanied by a 
statement of the specific allegations and 
complaints with respect to each taxpayer 
and the nature of the credible supporting 
evidence. Information received must be 
held confidential with the exception that 
pertinent evidence uncovered may be pre- 
sented to the House. 


Reorganization Plan Nos. 2, 3, 4.—On 
April 10, under authority of the Reorgani- 
zation Act of 1949, the President transmitted 
to Congress the 1952 Reorganization Plan 
Nos. 2 (Post Office Department), 3 (De- 
partment of the Treasury) and 4 (Depart- 
ment of Justice). 


The objectives of the plans are to trans- 
fer the authority of making appointments 
of nonpolicy-making personnel from the 
President to the Cabinet member in charge 
of the department; to place the offices under 
civil service; and to provide for a gradual 
change-over to the new system over a period 
of several years. 


Postmasterships in 21,438 post offices of 
the first, second and third classifications 
will be affected by Reorganization Plan 


Washington Tax Talk 


Bureau Reorganization . ... 


Tax Court Nominations 


Washington Tax Talk 


No. 2. Vacancies now existing will be im- 
mediately filled by the Postmaster General 
under civil service regulations; other va- 
cancies will be filled as they occur. 


Reorganization Plan No. 3 provides for 
the abolishment of the offices of collector 
of customs, comptroller of customs, sur- 
veyor of customs and appraiser of merchan- 
dise as they are appointed by the President, 
and provides for the assignment of their 
functions to such civil service positions as 
the Secretary of the Treasury may specify. 
The time of the abolishment of the offices 
in cases where there is no specified term of 
office or where there is a specified statutory 
term of office, but where there is no in- 
cumbent, shall be at the Secretary’s discre- 
tion but not later than January 1, 1953. 
Where there is an incumbent, the effective 
date shall be at the expiration of his term 
or at the time of his vacating of office. 


Reorganization Plan No. 4 provides for 
the change-over to civil service of United 
States Marshals in the United States, the 
District of Alaska, Guam, the Canal Zone 
and the Virgin Islands. The functions of 
the marshals are transferred to the Attor- 
ney General, and it is provided that their 
appointments shall be made by him under 
the civil service. The effective date shall 
be at the discretion of the Attorney Gen- 
eral but not later than January 1, 1953, for 
those positions having no statutory term or 
no incumbent, or at the expiration of the 
incumbent’s term as it occurs. 


The Congress 


Sawed-off Shotgun Tax.—Federal legis- 
lators are turning both barrels on crime. 
Their newest move is H. R. 7189, which, 
probably taking its cue from the recent 


"successful federal taxation of gamblers and 


wagering, indirectly imposes a tax on the 
manutacture of sawed-off shotguns for il- 
legal use. The House passed the bill April 7. 
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While not actually specifying the illegal 
future use of such weapons, the bill, in im- 
posing the tax, specifically exempts fire- 
arms companies and the manufacture of 
such weapons for government or peace- 
officer use. 


The bill calls for the use of special tax 
stamps. These stamps must be purchased 
by the maker, prior to the making, and 
must be affixed to the original of a written 
declaration of intent to manufacture. This 
declaration of intent and a copy must be 
filed with authorities prior to the making 
of the weapon. If an individual files the 
declaration, he is required to furnish his 
fingerprints and photograph at the time of 
filing. 


The House measure is an amendment to 
Internal Revenue Code provisions relating 
to machine guns and short-barrelled fire- 
arms. In addition to the new regulatory tax 
above, the bill extends the provisions to 
Alaska and Hawaii. 


. 


Reciprocal Withholding Tax Bill.—As an 
act of reciprocity to states and political sub- 
divisions that are required to withhold taxes 
for the federal government, S. 1999 subjects 
the federal government, as an employer, to 
the withholding tax laws of states, terri- 
tories or subdivisions. The Senate passed 
the bill on March 24. 


As was pointed out by Michiro Watanabe, 
Attorney Genera, Uf Hawaii, in a letter pub- 
lished last month (see “Acq. and Non-acq.,” 
page 317), four jurisdictions require income 
tax withholding: Alaska, Hawaii, Oregon 
and Vermont; four states require deduc- 
tions at the source on compensations of 
nonresident employees: Indiana, Iowa, 
Kentucky and New York; California and 
Maryland require tax withholding on the 
pay of nonresident employees; and cities in 
Pennsylvania, Ohio and Kentucky have 
withholding taxes on resident and nonresi- 
dent employees. 


Tax-Free Institutions Investigation.— 
Tax-exempt institutions will be investigated 
by a special House committee created April 


4 by House Resolution 561. The com- 
mittee’s main scrutiny will be directed 
toward the use of resources of such in- 
stitutions for un-American and subversive 
activities. It will make its report and rec- 
ommendations by January 1, 1953. 


Red Cross Sports Benefits —Proceeds 
from sports programs conducted exclusively 
for the benefit of the American National 
Red Cross would be excluded from gross 


income of sports promoters for taxation 
purposes by H. R. 7345. The bill allows 
for the deduction of promoter’s expenses 
from the gross proceeds. It was passed by 
the House on April 9. 


Miscellaneous Tax Bills.—Other tax meas- 
ures which have been passed recently by 
the House include the following: H. R. 
156, repealing the Alaska railroads tax; 
H. R. 4902, exempting from import duties 
the racing shells which will be used in 
preparation for the 1952 Olympic games; 
H. R. 5282, exempting vodka produced from 
pure spirits and at registered distilleries 
from the tax on rectified spirits; H. R. 5998, 
exempting, retroactive to November 1, 1951, 
unperforated microfilm from the excise tax 
on photographic apparatus; H. R. 7188, ex- 
empting coconut oil produced in the territory 
of the Pacific islands from the additional 
tax on the first domestic processing; and 
H. R. 7230, exempting from taxation stock 
transfers of insurance companies made to 
insure performance of obligations. 


The Supreme Court 


ERTIORARI has been applied for in 

the following cases: Northern Trust 
Company v. U. S., 51-2 ustc § 9484.—The 
estate of a purchaser of stock realized tax- 
able income where stock dividends were 
paid to the seller who, pursuant to the 
agreement of sale, retained title to the stock 
until the purchase price was paid in full. 


Jones v. Smith, 52-1 ustc J 9119.—The tax- 
payer made application for certiorari. There, 
the Tenth Circuit held that loss on the 
cave-in of an oil well during drilling in 1944 
was not deductible in that year, but was 
deductible in 1945 where the drilling con- 
tract was not abandoned until after the 
drilling of a second well in 1945. 


ERTIORARI has been denied in the 

following cases: Amoroso v. Commis- 
sioner, 52-1 ustc J 9135.—Taxpayer may not 
deduct as business expenses, meals pur- 
chased in Boston, Massachusetts, when his 
residence and business headquarters are in 
a town approximately ten miles from Bos- 
ton and both cities are within the “Greater 
Boston Area.” 


Chapman v. Commissioner, 51-2 ustc { 9471. 
—The fact that the statute provides for the 
use of the optional tax table in imposing 
tax on net income does not authorize a tax- 
payer to take nonbusiness deductions also. 
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Erie Forge Company v. U. S., 51-2 uste 
{9461—Where, prior to the present action, 
the Tax Court sustained the Commissioner’s 
determination of tax deficiencies and pen- 
alties for 1935-1940 and a separate delin- 
quency penalty, here in question, was 
assessed in connection with the reported 
income of those years on which the tax was 
paid, but such delinquency penalty was not 
included in any deficiency notice and no 
adjudication was had thereon, the Tax 
Court decision was not: res judicata as to the 
issue of the delinquency penalty in the 
present action, and such penalty was not a 
deficiency under Code Sections 271 and 272 
for the purpose of a direct assessment under 
Code Section 291. Failure to comply with 
Code Section 3655 could not be invoked. 


Fairbanks v. Commissioner, 51-2  ustc 
§9447—The fact that the taxpayer’s hus- 
band had died prior to 1942, when the pro- 
visions for taxing certain alimony payments 
to the wife became effective, did not absolve 
the taxpayer from tax liability on trust dis- 
tributions which she had received in 1942 
and 1943 in accordance with a decree of 
divorce. 


Kelham v. Commissioner, 51-2 ustc J 9590. 
—Since any distribution by a corporation to 
its shareholders out of earnings or profits 
accumulated after February 28, 1913, is sub- 
ject to income tax, operating deficits of 
wholly owned subsidiaries as of March 1, 
1913, are not to be restored by subsequent 
earnings in determining the amount of 
profits available for dividends for tax pur- 
poses, where the distribution to the tax- 
payer was received in the years 1938, 1939 
and 1940. 


White v. Fitzpatrick, 52-1 ustc J 9103.—A 
gift by a taxpayer to his wife of a patent 
and money to purchase real property used 
by taxpayer in his business with a license 
back of the right to manufacture and sell 
under the patent and a lease-back of the 
property did not form a valid basis for 
deduction of royalties and rent paid by tax- 
payer to his wife where taxpayer, by reason 
of the family relationship, retained effective 
control of the patent and real estate. 


White v. U. S., 52-1 ustc § 9204.—Tax- 
payers’ motions to suppress evidence used 
by the government in criminal prosecutions 
against them for income tax evasion, ob- 
tained through their voluntary disclosures, 
were properly denied where taxpayers were 
not entitled to rely on the government’s 
policy of protection from a felony convic- 
tion, given when voluntary disclosures of 


Washington Tax Talk 


omission or misstatements in federal tax 
returns are made, since an investigation on 
their returns had already been begun prior 
to the making of the disclosures. 


Rehearing has been denied in Community 
Services, Inc, v. U. S., 51-1 ustc J 9306.— 
There, it was held, a nonstock membership 
corporation was not exempt because it was 
not organized and operated exclusively for 
charitable purposes. 


Jurisdiction has been noted in U. S. v. 
Beacon Brass Company, Inc., 52-1 ustc { 9273. 
—The making of fraudulent representations 
to a Treasury agent to support a fraudulent 
return is not a violation of Code Section 
145, which carries a six-year limitations 
period during which prosecution may be 
begun, but is a violation of 18 USCA Sec- 
tion 1001, which carries only a three-year 
limitations period. 


The Secretary 


Preliminary statistics from corporate in- 
come tax returns for 1949, released by the 


Treasury Department, show that 649,957 


corporate income tax returns for 1949 were 
filed through December 31, 1950. Income 
tax liability reported is $9,817,308,000, a de- 
crease of 18 per cent as compared with the 
total for 1948. 


The Commissioner 


BIR House Cleaning.—House-cleaning 
activities of the Bureau of Internal Revenue 
were cited by Commissioner John B. Dunlap 
in a speech before the annual meeting of 
the American Society of Newspaper Editors 
in Washington, April 17. 


Reporting that action has been taken on 
the findings of various investigations of the 
Bureau, Commissioner Dunlap listed the 
following measures to improve the person- 
nel situation: 


(1) Firm directives have been issued to 
each and every employee concerning his 
grave responsibilities in respect to personal 
conduct; 


(2) Close to 200 principal revenue officials 
were called to Washington, and it was 
‘taid on the line” to them what was ex- 
pected of them by way of conduct, as well 
as what they were expected to exact from 
their employees; 

(3) An effective inspection service has 
been established to insure against any repe- 
tition of the malpractices that have been 
uncovered; 
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(4) All officials and employees who oc- 
cupy postions of trust—numbering about 
30,000—are required to furnish a strict ac- 
counting of their financial affairs; 


(5) Income tax returns for the last three 
years of these 30,000 officials and employees 
have been subjected to an intensive audit; 


(6) Rumors from any source concerning 
any employees have been and are being 
investigated; 


(7) All persons found to be unfit have 
been removed; 


(8) Evidence has been documented, look- 
ing towards the prosecution of separated 
employees where the circumstances warrant 
such action; 


(9) Full cooperation has been given to 
the Congressional committee authorized to 
examine the administration of the revenue 
service. 


Commissioner Dunlap said that between 
January 1, 1951, and April 10, 1952, the 
Bureau had fired 90 employees for improper 
relations with taxpayers or embezzlement. 
Deploring this fact, he listed a number of 
measures being taken to prevent the recur- 
rence of malpractices, including the raising 
of civil service requirements for investi- 
gative personnel. 


BIR Reorganization.—The reorganization 
of the Bureau of Internal Revenue, in ac- 
cordance with Reorganization Plan No. 1 
of 1952, got under way with the appointment 
of two district commissioners. Clarence 
R. Krigbaum will head the New York City 
area while Ernest C. Wright will have 
charge of the Illinois district. Both are 
career employees of the bureau and started 
as audit clerks. Krigbaum has held super- 
visory positions in Seattle, Washington; 
Los Angeles, California; Jacksonville, Florida; 
and New York City, where he has been 
agent in charge of the second division since 
April 16, 1935. Wright has held supervisory 
positions at San Antonio, Texas; San Fran- 
cisco, California; Cincinnati, Ohio; Spring- 
field, Illinois; Wichita, Kansas; and Chicago, 
where he has been in charge since Decem- 
ber 1, 1938. Both appointments have been 
approved by the Civil Service Commission. 

Acting chief inspectors have been ap- 
pointed for the 13 districts of the newly 
formed Internal Revenue Inspection Serv- 
ice which is to operate independently of 
the rest of the Bureau and to inspect 
periodically each Bureau office to see that 
it is run according to law and instructions. 

Heretofore, the Bureau has been set up 
structurally according to taxes. It is being 


(Continued on page 400) 


Pictured above are Clarence R. Krigbaum, left, and Ernest C. Wright, first appointees 
to posts of district commissioner under Reorganization Plan No. 1 of the Bureau of 


Internal Revenue. Krigbaum and Wright will head the New York and. Chicago offices, 
respectively. 
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By CECIL J. McCAFFREY 


Deducting Penalty for Price Violation 


AN INTERESTED NEW YORK ATTORNEY DISCUSSES THE 
PRICE-OVERCHARGE ‘PENALTY’ AND SHOWS HOW THE 
COURTS HAVE RETREATED FROM THEIR POSITION OF 


UNRELIEVED HOSTILITY TOWARD 


USINESS PEOPLE who are engaged 

in selling products that are subject to 
price control and hence must either cor- 
rectly interpret the provisions of the regula- 
tions or suffer penalties for not doing so 
should be able to find some solace in the 
results of recent cases dealing with the 
deductibility of amounts repaid to the gov- 
ernment on account of unintentional over- 
charges in violation of the price ceilings. 
The courts are now allowing the deduction 
in all cases where the overcharge was 
neither intentional nor the result of failure 
to use due care. In earlier cases the de- 
duction was disallowed on the ground that 
the repayment was a penalty. The change 
will not help those who are deliberately 
breaking the law, but it will help those who 
are honestly trying to keep within the price 
limits but find that the technical nature of 
the regulations makes it difficult to deter- 
mine just what those limits are. 


The cases referred to above involved vio- 
lations of the old World War II regula- 
tions. However, the provisions respecting 
recoveries of overcharges are the same in 
the present regulations as they were in the 
old ones. Consequently, the rules made by 
the courts in cases involving violations of 
the old regulations will apply also to viola- 
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“ILLEGAL” EXPENSES 


tions of the present regulations. It is true 
that under the present law the President 
is to prescribe the extent to which the re- 
coveries shall be disregarded in determining 
costs or expenses, but it is likely that any 
rules so prescribed will be based on the 
principles set forth in the decided cases. 


Although these cases are important chiefly 
to persons who may innocently violate the 
price regulations, this is not their only 
importance. They are important also in 
that they indicate a further softening of the 
attitude of the courts toward expenses in- 
curred in connection with some illegality in 
business operations. There was a time 
when the courts refused to allow the deduc- 
tion of even the legitimate expenses of an 
illegal business. This was later modified 
to the extent that the legitimate expenses, 
such as salaries and miscellaneous office 
expenses, were allowed. However, the 
courts still refused to allow the deduction 
of certain types of expense which they con- 
sidered could not be allowed without injur- 
ing the public interest. Included in this 
category were such things as payments for 
protection from arrest, lobbying expendi- 
tures designed to obtain favors from public 
officials and fines and penalties. 
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The Supreme Court made the first dent 
in the rigid policy of “no deduction for pen- 
alties” when it allowed the deduction of 
the expense of fighting the imposition of a 
penalty in Commissioner v. Heininger (44-1 
ustc $9109, 320 U. S. 467). With this as 
a starter, it took only one further step to break 
down the taboo against the deduction of 
the penalty itself. 


The United States Court of Appeals for 
the Second Circuit took this step when it 
allowed the Jerry Rossman Corporation to 
deduct a “penalty” for charging in excess 
of the ceiling price for its product (Jerry 
Rossman Corporation v. Commissioner, 49-2 
ustc § 9333, 175 F. (2d) 711, rev’g CCH 
Dec. 16,299, 10 TC 468 (1948)). The court 
of appeals specified a very important condi- 
tion which must be met before the deduc- 
tion can be obtained: The violation must 
have been unintentional and not the result 
of failure to use due care. Although the 
court of appeals was dealing with a special 
kind of “penalty” in the Jerry Rossman case, 
presumably the rules it stated there will 
apply also to other “penalties” of a different 
type, provided the two requirements of 
honest intention and use of due care 
are present. 


The author proposes to take up first the 
question of the price-overcharge “penalty” 
and then to discuss briefly the subject of 
“illegal” expenses in general, to show how 
the courts have retreated from their orig- 
inal position of unrelieved hostility toward 
these expenses. 


There was never any question about the 
deduction of the repaid overcharge where 
the repayment was made to the buyer. In 
that case the repayment was considered as 
merely a correction of the purchase price, 
and the Bureau of Internal Revenue per- 
mitted the seller to deduct the repayment 
so that he would not have to pay tax on 
any more than the profit he finally retained 
from the sale. 


However, the repayment was not always 


made to the buyer. The price-control regu- 
lations provided for repayment to either the 
Price Administrator or the United States 
in cases where the buyer either did not, 
or could not, claim repayment. In these 
cases the seller had difficulty getting his 
deduction, and it is only recently that he 
has been able to get it at all. The Bureau 
ruled that a recovery by the government is 
a penalty and, as such, is not the basis for 
a deduction. Since the price rules govern- 
ing the recovery of overcharges are the 
same under the present law as they were 
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under the old law, it will be helpful to de- 
scribe these rules and state the way the 
Bureau interpreted them in World War II. 


Both the World War II regulation (Sec- 
tion ‘205 (e), Emergency Price Control Act 
of 1942, 56 Stat. 23, 50 USCA App. Section 
925 (e)) and the present regulation (Section 
409 (c), Defense Production Act of 1950) al- 
low the buyer one year from the date of over- 
charge during which to claim repayment, pro- 
vided he purchased the commodity ‘for use or 
consumption other than in the course of trade 
or business. The government has a similar 
right of action in cases where (1) the buyer 
does not make his claim within 30 days 
(government action bars subsequent action 
by the buyer) or (2) for some reason the 
buyer is not entitled to bring action. 


The Price Administrator brought the ac- 
tion under the old law; the President brings 
it under the present law. Under both laws 
the recovery cannot exceed the overcharge 
if the seller proves the violation was 
neither willful nor the result of failure to 
take due precautions. Without such proof, 
the court can award as much as treble 
damages. Both laws bar action by the 
government where the seller acted on the 
advice of an authorized official in fixing 
the price or the sale was made to the govern- 
ment on the basis of the lowest com- 
petitive bid. 


Bureau's Interpretation 
of World War Il Rules 


The Bureau’s interpretation of the World 
War II rules for purposes of deducting the 
recovery Or repayment are contained in a 
series of rulings (I. T. 3627, 1943 CB 111; 
I. T. 3630, 1943 CB 113; I. T. 3799, 1946-1 
CB 56). The Bureau allowed the deduction 
if the recovery was made by the buyer, ex- 
cept where the United States was the buyer. 
Its theory was that such repayments are 
remedial. It allowed the deduction also 
for voluntary repayments to the United 
States during the period January 30, 1942 
(the date the price-control. law was ap- 
proved) to July 31, 1942 (the date Sec- 
tion 205 (e), the legislation providing for 
compulsory damages, became effective). 
The theory here was that since during these 
six months the law did not compel repay- 
ment, the repayments were like civil damages. 


For repayments to the United States, after 
Section 205 (e) became effective, there were 
three rules. If the United States had been 
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overcharged as consumer, the deduction was 
not allowed. The Bureau held that regard- 
less of whether or not the repayment was 
a penalty, the public welfare had been dam- 
aged and hence the seller should suffer the 
punishment of losing his deduction. If the 
United States was not the consumer but 
received payment on behalf of a, private 
consumer who still had the right to sue on 
his own behalf, the deduction was allowed. 
Presumably the Bureau considered that in- 
jury to a private consumer does not damage 
the public welfare. If the United States 
received payment as the result of judgment 
or settlement of an action by the Price Ad- 
ministrator, the deduction was disallowed 
on the ground that the recovery was a 
penalty. This disallowance applied regard- 
less of whether the Price Administrator 
sued because the buyer could not sue or be- 
cause the buyer did not sue. The Bureau 
reasoned that the buyer’s failure to sue 
within the required time left the parties in 
the same position as they would have been 
in if the buyer had never had the right to sue. 


In outlining the rules above, the reference 
has been sometimes to “recovery” and 
sometimes to “repayment”; we have re- 
ferred to “suits,” to “judgment” and to 
“settlement.” This was done for conven- 
ience, not to make distinctions. The above 
rules were applied by the Bureau to both 
voluntary repayments and enforced re- 
coveries by suit or claim, and regardless 
of whether the culprit settled or made the 
aggrieved party go to judgment. 


Thus, if the buyer either could not or, for 
some reason, did not claim repayment and 
the Price Administrator made the recovery, 
the Bureau considered that the seller had 
automatically lost his right to deduct, re- 
gardless of whether or not there were 
extenuating circumstances to excuse the 
overcharge. A majority of the Tax Court 
supported the Bureau theory in the first 
cases on this question that came before it 
(Scioto Provision Company, CCH Dec. 16,022, 
9 TC 439 (1947); Garibaldi & Cuneo, CCH 
Dec. 16,023, 9 TC 446 (1947); Benjamin 
Fairman et al., CCH Dec. 16,785(M), 8 
TCM 30 (1949); Nazareth Mills, Inc., CCH 
Dec. 16,846(M), 8 TCM 164 (1949); New 
Orleans Motor Company, Inc., CCH Dec. 
17,100(M), 8 TCM 643 (1949); Jerry Ross- 
man Corporation, cited above). 


Loss of the deduction is a serious matter, 
Since it means, that the seller must pay 
income tax on more than the profit he ac- 
tually makes on the sale. His gross income 
from the sale includes, in the first instance, 
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the overcharge. If he cannot deduct this 
when he gives it back, he will pay income 
tax on it even though he was not allowed 
to keep it. If the overcharge was due to 
his own cupidity or carelessness, it is not 
unjust to so penalize him, but if the over- 
charge was no fault of his, it seems rather 
unfair to tax him on more profit than he 
actually made. 


In 1949 in Jerry Rossman Corporation v. 
Commissioner, the Second Circuit challenged 
the Bureau’s theory that any recovery by 
the Price Administrator is a penalty and, 
as such, is automatically nondeductible. The 
court held that a recovery does not become 
a penalty merely by reason of the fact that 
it was made by the Price Administrator and 
that even if such a recovery is a penalty, 
it can be deductible under certain condi- 
tions. Finding these conditions present in 
the case before it, the court reversed the 
Tax Court’s decision against the taxpayer 
and allowed the deduction. 


There were several things about the busi- 
ness of the Jerry Rossman Corporation 
which no doubt contributed to the decision 


-in its favor. This corporation was a “con- 


verter” of “greige goods” which shrink and 
stretch in the process of dyeing to an extent 
not determinable ahead of time. Prices 
were fixed on a cost-plus basis, and the 
regulations permitted a converter to include 
a “working-allowance shrinkage” with a 
certain amount as the maximum. The Jerry 
Rossman Corporation followed a practice of 
charging according to the shrinkage figures 
given to it by the “finishers” to whom it 
sent its goods to be dyed. In May, 1943, it 
discovered that these figures were too high, 
with the result that it had unwittingly been 
charging more for shrinkage than was per- 
missible. The corporation referred the mat- 
ter to the OPA which had not previously 
received the matter for investigation. The 
overcharges could not be returned to the 
customers, since that would mean opening 
more than 200 accounts and besides these 
customers had already passed on the over- 
charges to the consumers so were not en- 
titled to recover them. Therefore, the OPA 
agreed to accept the overcharges and con- 
sider the matter settled. 


In deciding whether the Jerry Rossman 
Corporation should be allowed a deduction 
for the repaid overcharges, the court of ap- 
peals asked itself three questions: (1) Was 
the repayment a penalty? (2) If so, are all 
penalties, per se, nondeductible? (3) If 
some penalties are deductible and some are 
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not, which category does this particular 
penalty fall into? 


The court answered question (1) by hold- 
ing there was no penalty. It pointed out 
that the regulations provided for the re- 
covery of treble damages except in cases 
where the violation was neither willful nor 
the result of failure to take proper pre- 
cautions. In these latter cases, the recovery 
was limited to the amount of the over- 
charge. The court interpreted this as mean- 
ing that where the seller had been both 
innocent and careful, he was obliged only 
to restore the overcharge, but where he had 
been either dishonest or careless, he had to 
pay a penalty in addition, the treble dam- 
ages being one part restitution and two 
parts punishment. The court considered 
that the evidence showed that the Jerry 
Rossman Corporation had been both honest 
and sufficiently careful and that the Price 
Administrator must have believed so too 
since he had accepted the return of the 
overcharge without demanding anything in 
addition as a penalty. This was contrary 
to the finding of the Tax Court which had 
disallowed the deduction on the ground 
that, with greater care, the overcharge 
might have been avoided, although it con- 
ceded that the corporation had not deliberately 
overcharged the buyers. 


Having decided that the repayment was 
not a penalty, the court of appeals could 
have stopped there. It elected not to do so 
but, instead, took up the other two ques- 
tions, namely, are any penalties deductible 
and, if some are, is this one of those that is? 


The court’s efforts to answer these two 
questions led it into an attempt to deter- 
mine the scope of the Supreme Court’s 
decision in Commissioner v. Heininger, above, 
which involved the deductibility of the ex- 
pense of resisting a fraud order. Since we 
will be able to follow the reasoning of the 
court of appeals in the Jerry Rossman case 
more readily if we first familiarize our- 
selves with the Heininger case, wé will di- 
gress here to set forth briefly the facts of 
that case. 


Heininger Case 


Heininger was a licensed dentist operat- 
ing a mail-order business. He made and 
sold false teeth. The Postmaster General 
found that some of the statements made in 
his advertising were misleading and that the 
teeth did not have all of the virtues claimed 
for them. A fraud order was issued denying 
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Heininger the use of the mails in the opera- 
tion of his business. Heininger decided to 
resist, engaged a lawyer for this purpose 
and deducted the fee he paid the lawyer. 
Heininger lost the case. The Commissioner 
disallowed the deduction of the fee on the 
ground that since it is not ordinary and 
necessagy for dentists in the mail-order 
business to commit fraud in order to make 
sales, the expense of resisting the fraud 
order was not ordinary and necessary, 


The Supreme Court disagreed. It pointed 
out that the fraud order presented the den- 
tist with a new problem, a threat to the 
continuation of his business which it was 
a normal business action to oppose, and, 
also, that it was normal and necessary to 
hire a lawyer to protect the business against 
possible destruction. It found that the de- 
fense was made in good faith, even though 
Heininger lost, and that the fee was reason- 
able in amount. All of these facts convinced 
the Court that the expense was appropriate 
and helpful and, therefore, necessary. It 
argued that the deduction would not have 
been questioned if Heininger had won, that 
Code Section 23 (a) does not say that an 
expense must be legal in order to be de- 
ductible and that the fact that Heininger 
had been found guilty of an illegal act 
should not, of itself, cost him the deduction. 
The Court pointed out that it is the Bureau 
and the courts that have limited the de- 
duction of expenses where some illegality is 
present, and then only to the extent of 
refusing the deduction where allowance of 
it would frustrate sharply defined public 
policy. As examples of expenses, allow- 
ance of which would frustrate sharply de- 
fined public policy, the Court cited fines 
and penalties, and lobbying expenses of any 
sort that have as their objective the obtain- 
ing of favors from public officials. 


The question the Supreme Court had to 
answer was: Did public policy require the 
Tax Court to deny Heininger’s deduction? 
To put it another way, would the policy 
of the law under which the fraud order 
was issued be frustrated by allowance of 
the deduction? The Supreme Court an- 
swered “No.” It stated that the policy 
of this law was to protect the public from 
harm by preventing use of the mails for 
fraudulent purposes. It was not the policy 
to punish the violators or keep them from 
employing legal counsel to defend their 
rights. Therefore, granting Heininger his 
deduction would not frustrate the policy of 
the law. 


Getting back to the Jerry Rossman case, 
the court of appeals there was trying to 
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decide whether, assuming that the repay- 
ment of the overcharge to the Price Admin- 
jstrator was a penalty, the scope of the 
Heininger decision was broad enough to 
permit it to allow the Jerry Rossman Cor- 
poration to deduct the repayment as an 
expense. Since the Supreme Court, in the 
Heininger case, had held that the deduction 
should be disallowed only where allowance 
would be against the public interest, the 
court of appeals had to be convinced that 
this particular deduction would not be 
against the public interest before it could 
allow it. In other words, it had to find that 
the policy of the price-control regulations 
would not be frustrated by the Jerry Ross- 
man Corporation’s deduction of its repaid 
overcharge, 


For the necessary assurance the court 
relied on the judgment of the Price Admin- 
istrator. Since the regulations providing 
punishment for violations of the price 
ceilings were adopted to help the Price 
Administrator in his efforts to enforce price 
controls, a deduction frustrating the policy of 
the regulations would be one that would 
subtract from the effectiveness of the price- 


enforcement machinery. The logical person . 


to decide what deductions would have this 
effect would be the Price Administrator 
himself, the man whose job it was to en- 
force the controls. 

The Price Administrator had been in- 
strumental in having inserted in the regu- 
lations the provision limiting the recovery 
to the amount of the overcharge in cases 
where the violation was neither deliberate 
nor the result of carelessness. This limita- 
tion was not in the regulations originally. 
However, the Price Administrator had 
adopted it as a policy, and Congress incor- 
porated it in the regulations partly as a 
result of his recommendation. The court 
of appeals decided that since the Price 
Administrator apparently felt that the pur- 
poses of the price-control law could be 
achieved without excessively punishing inno- 
cent violators and since he had accepted 
the amount of the overcharge from the 
Jerry Rossman Corporation (thus indicating 
his belief that the corporation had been 
both honest and duly careful), it could 
safely allow the deduction without damage 
to the public interest. 


Rossman, Heininger Compared 


Both the Jerry Rossman case and the 
Heininger case state the same rule: An 
expense can be deducted despite illegality, 
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unless allowance of the deduction would 
hurt the public interest. However, there 
is this difference: The Heininger case as- 
sumed that allowing the deduction of a 
penalty is always against the public interest 
and did not get around to considering 
whether in some cases the contrary might 
not be true; the Jerry Rossman case holds 
that all penalties are not alike and that 
whether a deduction can be allowed with- 
out damage to the public interest in the 
case of a particular penalty is a question 
of fact. In the Heininger case the Supreme 
Court had allowed the deduction of an 
expense incurred in resisting a penalty. In 
the Jerry Rossman case the court of appeals 
argued—with considerable cogency—that to 
disallow automatically the penalty while 
allowing an expense incurred in opposing 
it would be to subsidize the obdurate. 


Other Price-Control Cases 


The decision of the court of appeals in 
the Jerry Rossman case has been followed 
in a number of other price-control cases, 
and its theory now seems to have been 
adopted generally by the courts (National 
Brass Works, Inc. v. Commissioner, 50-1 ustc 
7 9316, 182 F. (2d) 526, rev’g CCH Dec. 
16,888(M), 8 TCM 286 (1949); Farmers 
Creamery Company of Fredericksburg, CCH 
Dec. 17,646, 14 TC 879 (1950); Utica Knit- 
ting Company v. Shaughnessy, 51-2 ustc 
{ 9442, 100 F. Supp. 245 (DC N. Y.); Pacific 
Mills, CCH Dec. 18,594, 17 TC 705 (1951); 
Paris Manufacturing Company, CCH Dec. 
18,642 (M), 10 TCM 1064 (1951); Hershey 
Creamery Company v. U. S., 52-1 ustc § 9132, 
101 F. Supp. 877 (Ct. Cls.)). 


The Tax Court is reluctant to admit that 
it has reversed itself. It makes distinctions 
between the facts in the cases that come 
before it now where it allows the deduc- 
tion and those in earlier cases, such as 
Scioto Provision Company and Garibaldi & 
Cuneo, where it disallowed the deduction. 
However, to see just how far the Tax 
Court has departed from its earlier position, 
one has only to recall that in Scioto Pro- 
vision Company, the Tax Court conceded 
that the proof before it indicated that the 
taxpayer might not have violated any price 
‘ceiling at all, yet it disallowed the deduc- 
tion anyway because the taxpayer had 
elected to make payment to the OPA 
rather than incur the expense of a court 
fight. 


It should be noted that the taxpayer 
still does not get a deduction unless he 
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shows that he tried to keep within the price 
limits and did not deliberately violate the 
law. The Jerry Rossman rule requires due 
care and honest intention, and the Tax 
Court still refuses to allow the deduction 
where the taxpayer’s evidence does not 
affirmatively establish that the requirements 
were fulfilled. 


In National Brass Works, Inc. (CCH Dec. 
18,278, 16 TC 1051 (1951)), the Tax Court 
disallowed the deduction on the ground 
that the evidence showed that the over- 
charges had been made intentionally. This 
case is good as an example of how the rule 
was developed. The Tax Court disallowed 
the deduction originally on the ground that 
the repayment to the Price Administrator 
was a penalty and, as such, was nonde- 
ductible per se (cited above). This was 
before the decision of the court of appeals 
in the Jerry Rossman case. Then, after the 
Jerry Rossman decision, the Ninth Circuit 
reversed the Tax Court on the ground that 
under the Jerry Rossman rule, the auto- 
matic disallowance no longer applies and 
the taxpayer loses his deduction only if he 
fails to establish that he acted honestly and 
prudently. The Ninth Circuit remanded the 
case to the Tax Court to make findings on 
the questions of honest intention and due 
care (cited above). The Tax Court took 
it again from there and decided that new 
evidence before it showed that the violation 
had been intentional. Therefore, it dis- 
allowed the deduction once more. 


In another Tax Court decision the tax- 
payer lost the deduction because it failed 
to give any explanation at all for the over- 
charge (Henry Watterson Hotel Company, 
CCH Dec. 17,997, 15 TC 902 (1951)). The 
facts were somewhat unfavorable to the 
taxpayer, so there may have been good rea- 
son for its failure to try to establish its 
innocence. 


Both the National Brass Works case and 
the Henry Watterson Hotel case are now on 
appeal, so perhaps the last word has not 
been said in either case. ; 


The deductibility of the expense of an 
illegal business or a business that becomes 
involved in some illegality has been a prob- 
lem ever since the Supreme Court held, in 
U. S. v. Sullivan (1 ustc J 236, 274 U. S. 
259 (1927)), that income earned in illegal 
operations is subject to income tax. This 
immediately raised the question whether 
the expense of earning the illegal income 
could be properly deducted. On the one 
hand, allowance of the deductions might be 
considered a subsidy to lawbreakers and, 


therefore, contrary to the public interest, 
On the other hand, disallowance would 
mean that the lawbreaker was being taxed 
on his gross income, thus violating the 
principle that no more than the net income 
from business should be taxed. 


At first, the courts tended to disallow 
even the legitimate expenses of earning 
illegal income (Humphreys v. Commissioner, 
42-1 ustc J 9237, 125 F. (2d) 340 (CCA-7); 
Israel Silberman, CCH Dec. 11,832, 44 BTA 
600 (1941); E. C. Ellery, CCH Dec. 14,255, 
4 TC 407 (1944)). However, in more recent 
cases, the Tax Court has allowed the legiti- 
mate expenses, such as salaries and office 
expenses, while still disallowing such items 
as payments for protection and legal fees 
incurred in defending against criminal prose- 
cution (Anthony Cornero Stralla et al., CCH 
Dec. 16,110, 9 TC 801 (1947) ; G. A. Comeaux, 
CCH Dec. 16,238, 10 TC 201 (1948), aff'd 
49-2 ustc J 9358, 176 F. (2d) 394 (CA-10); 
Ralph Leonard Polk, CCH Dec. 16,256(M), 
7 TCM 51 (1948), aff'd 49-2 ustc § 9358, 
176 F. (2d) 394 (CA-10); Fred D. Clemons, 
CCH Dec. 16,271(M), 7 TCM 81 (1948), 
aff'd 49-2 ustc J 9358, 176 F. (2d) 394 (CA- 
10); Stmon Bloom, CCH Dec. 16,529(M), 
7 TCM 517 (1948); C. W. Thomas, CCH 
Dec. 18,375, 16 TC 1417 (1951)). The Tax 
Court’s theory, in these cases, is that the 
salaries and office expenses are ordinary 
expenses of producing the income that is 
taxed and, therefore, must be subtracted 
from this income in order to arrive at the 
net taxable profit. As for the expenses of 
protection or defense against conviction for 
crime, criminal prosecution is the most ef- 
fective weapon the authorities have with 
which to fight crime. Conviction puts the 
criminal out of business, at least tempo- 
rarily. Hence, the Tax Court holds that:it 
would be against the public interest to help 
the criminal fight conviction by giving him 
a tax deduction for the expense of making 
the fight. ; 


At first glance, the disallowances in these 
Tax Court cases may seem contrary to the 
holdings of the Heininger and Jerry Ross- 
man cases that the expense of fighting a 
penalty and the penalty itself may be de- 
ductible. However, there is a distinction. 
In neither the Heininger case nor the Jerry 
Rossman case was the taxpayer engaged in 
an illegal business. Heininger’s business, 
making and selling false teeth, was per- 
fectly legitimate, as was the converting 
business of the Jerry Rossman Corporation. 
They offended only on a phase of their 
operations. Therefore, the public interest 
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did not require affirmative action to put 
them out of business. 


On the other hand, the taxpayers in the 
other cases were engaged in criminal ac- 
tivities, and it was the duty of the author- 
ities to end these activities either by putting 
the offenders behind bars or by making it 
impossible for them to continue to operate. 
The expenditures the taxpayers sought to 
deduct were designed to defeat this purpose. 
For example, Ralph Leonard Polk bought 
protection for his gambling house in order 
to increase the difficulty of obtaining evi- 
dence against him. Anthony Cornero Stralla 
and his associates operated a gambling ship 
illegally within the jurisdiction of the State 
of California and spent large sums of money 
for public relations and for lawyers to op- 
pose the state’s efforts to scuttle the ship’s 
gambling career. Simon Bloom hired a 
lawyer in an abortive attempt to prevent his 
conviction for selling narcotics. To allow 
deduction of these expenditures, thus, in 
effect, subsidizing the efforts of these tax- 
payers to continue their illegal activities, 


certainly would not be in the public interest. . 


Wage-Regulation Violations 


The favorable treatment given for vio- 
lation of the price regulations has not yet 
been extended to include violations of the 
wage regulations. So far there have been 
only two decisions on this subject. In The 
Weather-Seal Manufacturing Company (CCH 
Dec. 18,343, 16 TC 1312 (1951)), the tax- 
payer, a manufacturer of storm doors and 
windows, gave the workers in its plants 
unauthorized and unapprovable increases in 
wages in order to bolster morale to insure 
that full production would be maintained. 
Because of the extenuating circumstances, 
deduction of these increases was only par- 
tially disallowed.” The Tax Court sustained 
the disallowance, holding that wages paid 
in violation of the wage-stabilization laws 
do not constitute reasonable compensation. 


Since these unauthorized increases were 
direct labor costs, they were included in 
computing cost of goods sold instead of 
being claimed as deductions for net income. 
The Weather-Seal Manufacturing Company 
argued that since the full cost of goods sold 
must be subtracted from gross sales to ar- 
rive at'the proper figure for gross income, 
reduction of the cost of goods sold by the 
elimination of the unauthorized wage in- 
creases would result in charging it with 
more gross income than it actually had 
made. Therefore, said the company, wages 
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that are part of the cost of goods sold do 
not need to pass the test of reasonableness 
and must be allowed regardless of the wage- 
law violation. 


In defense of this position the company 
cited the fact that in a number of cases, 
the Tax Court has held that in order accu- 
rately to reflect gross income, the cost of 
goods sold must include amounts in excess 
of the ceiling prices illegally paid for goods 
in the black market (Lela Sullenger et al., 
CCH Dec. 16,735, 11 TC 1076 (1949); 
Harold E. McCullough et al., CCH Dec. 
17,108(M), 8 TCM 657 (1949); James C. 
Williamson, CCH Dec. 17,302(M), 8 TCM 
1001 (1950); C. M. Stormes et al., CCH Dec. 
17,466(M), 9 TCM 41 (1950); Winifred 
Guminski, CCH Dec. 18,157(M), 10 TCM 
173 (1951), on appeal to CA-5; Bethel L. 
Couch, CCH Dec. 18,164(M), 10 TCM 180 
(1951); Clara Eugenia Piper, CCH Dec. 
18,163(M), 10 TCM 179 (1951); Herman 
Baum, CCH Dec. 18,210(M), 10 TCM 274 
(1951), on appeal to CA-5; Colonial Rubber 
Company, Inc., CCH Dec. 18,307(M), 10 
TCM 434 (1951); William McCracken et al., 
CCH Dec. 18,694(M), 10 TCM 1137 (1951)). 


- The Bureau has disagreed with this, hold- 


ing that it is against public policy to permit 
inclusion of black-market payments in cost 
of goods sold .(I. T. 3724, 1945 CB 5/7), 
but the Tax Court has had support in the 
federal courts (Herber v. Jones, 51-2 ustc 
7 9439 (DC Okla.), on appeal to CA-10). 
As the number of appeals indicates, the 
Bureau is still disputing the point. 


The Tax Court rejected the argument of 
The Weather-Seal Manufacturing Com- 
pany that labor costs are analogous to the 
purchase price of goods just because both 
appear as items in the cost of goods sold. 
The court stated that all wages must pass 
the test of reasonableness in order to be 
deductible, regardless of whether claimed as 
straight deductions for net income or as 
part of the goods sold. On the other hand, 
the purchase price of goods does not have 
to be reasonable as long as the entire price 
is actually paid for the goods. For example, 
the purchase price claimed can be cut down 
in a situation such as that in Majestic Secu- 
rities Corporation v. Commissioner (41-2 ustc 
7 9525, 120 F. (2d) 12 (CCA-8)). There, a 
‘corporation dealing in securities bought 
securities from a bank for the bank’s orig- 
inal cost,, which was more than the market 
price. The fact that the same people owned 
both buyer and seller indicated that the 
excess may have been paid, not as purchase 
money, but rather as a means of improving 
the bank’s financial condition which had 


335 





deteriorated as the result of the drop in 
value of the securities. This justified ex- 
cluding the excess from the buyer’s cost 
for the stock. But if the full amount paid 
was actually purchase money, it all must 
be included in cost. 


Reasonableness is not the only additional 
obstacle wage violations face. There is also 
the fact that under the World War II law 
as well as under the present law, unauthor- 
ized wage increases have been made 
specifically nondeductible by law. The consti- 
tutionality of this provision was upheld in 
N. A. Woodworth Company v. Kavanagh 
(52-1 ustc $9161 (DC Mich.)). 


The Weather-Seal Manufacturing Com- 
pany has not accepted the verdict of the 
Tax Court and is now appealing to the 
court of appeals. But regardless of how 
the wage question turns out, at least the Second 
Circuit has given justice to the price vio- 
lators by refusing to penalize them for 
honest or understandable mistakes. 


The wisdom of the Second Circuit’s deci- 
sion in the Jerry Rossman case becomes evi- 
dent when we consider the experience of 
the Utica Knitting Company and the plight 
in which it found itself until a federal court 
came to its rescue. 


The Utica Knitting Company manufac- 
tured knitted garments which it sold to 
different types of large establishments, includ- 
ing wholesale dealers, large retail dealers, 
mail-order houses, jobbers and_ general 
stores. It did not sell to small retailers. 
During March, 1942 (the World War II 
price-control law based its ceiling prices 
on this month), it did not have a fixed price 
schedule. Its practice was to obtain from 
‘each customer the highest price it could, 
although it did have a fixed minimum below 
which its salesmen were instructed not to go. 


The price-control regulations provided 
that the ceiling price was to be the highest 
price charged by the seller during March, 
1942, to a “purchaser of the same class.” 
The regulations defined “purchaser of the 
same class” as referring to the practice 
adopted by the seller in setting different 
prices for commodities or services for sales 
to “different purchasers or kinds of pur- 
chasers.” 


Applying these rules to its own case, the 
Utica Knitting Company decided that since 
all of its purchasers were large-scale estab- 
lishments, they were the same “kind of 
purchasers” and, consequently, were “pur- 
chasers of the same class.” Therefore, it 
used as its ceiling price the price it had re- 
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ceived during March, 1942, from a certain 
department store in New York, this being 
the highest price it had been able to obtain 
from any of its customers during that 
month. Thereafter, it charged all of its 
customers that price. 


It is quite plain that the managers of the 
Utica Knitting Company either did not 
know the requirements of a war economy 
and the reason for having price-control 
legislation or, if they did know aboit these 
things, ignored them in fixing the com- 
pany’s sales price. By charging all pur- 
chasers the highest price they had been 
able to obtain in March, 1942, they marked 
up the prices for those who had been able 
to obtain a better price in the years when 
there were no shortages and they could bargain 
for a lower price. With civilian goods short, 
these purchasers presumably had to pay the 
marked-up price. This was, of course, in- 
flationary and was exactly what the price 
controls were designed to prevent. How- 
ever, the Utica Knitting Company man- 
agers did not profess to be economists, and 
the fact that they interpreted the language 
of the regulation the way they did is cer- 
tainly understandable. 


The upshot of the matter was that the 
Price Administrator sued the company in 
the federal court for treble damages for 
violation of the price-control law. He re- 
covered single, not treble, damages, the 
court finding that the company had acted 
neither willfully nor carelessly. The com- 
pany appealed to the Court of Appeals for 
the Second Circuit which affirmed the deci- 
sion of the lower court (168 F. (2d) 620). 
The company did not try to deduct the 
Price Administrator’s recovery on its tax 
return for 1946 (the year it paid the judg- 
ment), but it did claim a refund later on 
the ground that the payment was either a 
loss or a business expense. The Commis- 
sioner rejected the claim, applying his own 
rule that any recovery by the Price Admin- 
istrator is a penalty. It appeared that the 
Utica Knitting Company was going to have 
to pay income tax on the overcharge it had 
made in good faith but had not been allowed 
to retain. 


Fortunately for the company, it was able 
to obtain a better break in court than it 
had received from the Commissioner. It 
sued in the same federal court that had 
awarded the Price Administrator his dam- 
ages, and that court reversed the Commis- 
sioner and allowed the refund on the ground 
that the repayment of the overcharge was 
a proper deduction (Utica Knitting Company 
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v. Shaughnessy, 51-2 ustc J 9442, 
Supp. 245 (DC N. Y.)). 


This was a happy ending, but the com- 
pany’s deduction should never have been 
in danger. We have seen that since all of 
the Utica Knitting Company’s customers 
were either wholesalers or large retailers 
serving the general public, as distinguished 
from small retailers serving a local neigh- 
borhood, the company deemed that they 
were all the same “kinds of purchasers” and 
that, consequently, it could use the same 
price ceiling for all of them as “purchasers 
of the same class.” 


The court of appeals, in deciding the dam- 
age suit, readily agreed that all of the 
company’s customers were the same “kinds 
of purchasers,” but it denied that this justi- 
fied using the same price ceiling for all 
of them. Holding that each of the com- 
pany’s customers was a “purchaser of a 
different class” because the company had 
charged them different prices in the past 
and that, therefore, there must be a sepa- 
rate ceiling for each of them, the court said: 


“We recognize that there is a priori a 
certain awkwardness in treating as though 
he constituted a ‘class’, one who has been 
able to secure for himself a lower price 
from the seller than that accorded his fel- 
low jobbers or wholesalers or chain-store 
retailers. Perhaps we should have found it 
impossible to go so far, had it not been 
for the words, ‘different purchasers or’, in 
the phrase ‘sales to different purchasers or 
kinds of purchasers’. However, it is im- 
possible to see what could have been in- 
tended by this alternative, unless it was 
to set a ‘ceiling’ for each member in any 
‘kinds of purchasers’, when the seller had not 
sold at the same price to all in that ‘kind’.” 


The disagreement between the company 
and the court is centered in the phrase 


100 F. 





inheritance taxes. The error came about 
when the 1951 amendment referred to the 
property which the deceased had retained 
“domain” over. The substance of the 
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“sales to different purchasers or kinds of 
purchasers.” “The company’s interpretation 
placed the emphasis on “different kinds of 
purchasers,” the court’s on “different pur- 
chasers.” Of course, behind the company’s 
reasoning was consideration of the ad- 
vantage it would gain from the mark-up 
of prices, and the court was doubtless in- 
fluenced by its concern with preventing in- 
flationary effects that would result from 
the mark-ups. 


Granting that the court’s interpretation 
was in the public interest while the com- 
pany’s was only in its own interest, the fact 
remains that the language of the regulation 
was ambiguous and, technically, the com- 
pany had just as much right to place the 
emphasis on “different kinds of purchasers” 
as the court did on “different purchasers.” 
In fact, the court conceded that its own 
interpretation had a “certain awkwardness.” 
Yet, despite this concession, only the inter- 
vention of the federal court, sustaining the 
company’s refund claim, saved the com- 
pany from punishment. 


The Utica Knitting Company had a per- 


‘fect right to make price increases to the 


extent allowed by the price regulations. 
The increases it did make were based on a 
legitimate interpretation of words in these 
regulations. We can approve of the court’s 
rejection of this interpretation in favor of an 
equally legitimate interpretation more in 
the public interest, but it is not in the 
public interest to punish the citizenry merely 
for failing to deal with its own affairs as 
impersonally and equitably as the courts 
do. The worst the Utica Knitting Com- 
pany can be accused of doing was stumbling 
over an ambiguity in a government regula- 
tion. To deprive it of the benefits of this 
was justified; to punish it, in addition, 
would have been rubbing it in. [The End] 





MARYLAND BILL USES EIGHT PAGES TO CORRECT ONE WORD 
Okay, “domain” isn’t “dominion.” 
With five whereas clauses, containing 

214 words, the Maryland Senate explained 

why it was correcting the 1951 amend- 


ment to Section 111 of Article 81 of the 
state’s annotated code, which deals with 


argument was that “domain” and “domin- 
ion” are not synonomous. The slip-up 
in the 1951 amendment, when “domain” 
was used where “dominion” had always 
been used before, was purely an inad- 
vertent typographical error, the bill averred. 


The 1952 re-enactment (Chapter 71, 
Laws 1952, S. B. 67) used eight printed 
pages to straighten out the error. 





SAVE BY GIVING 


TO AID THOSE WHO DESIRE TO TAKE ADVANTAGE OF THEIR MAXIMUM 
CHARITY DEDUCTIONS, THE AUTHOR USES TABULATIONS TO SHOW HOW 
THE GOVERNMENT HELPS THEM TO GIVE, HOW THEY SAVE BY GIVING 


Pipes vagieige eens GIVING is now avail- 
able at bargain prices. Our govern- 
ment wisely recognizes that moneys 
contributed for public welfare through 
privately supported organizations accom- 
plish as much for the public good as the 
same sums collected in taxes. 


Some years ago, when tax rates were rela- 
tively low, contributions were largely paid 
by the donors. Now a substantial portion 
of what one contributes is, because of the 
tax factor, really paid by the government. 

What follows shows how the government 


helps you to give and how you can “save 
by giving.” 


Gifts by Corporations 


Corporations are now subject to three 


classes of federal income taxes—normal 
taxes, surtaxes and excess profits taxes. For 
all of these, corporations are allowed to 
deduct up to 5 per cent of their taxable net 
income for contributions. 


Under the present tax law, the combined 
normal and surtax rate for corporations 
ranges from 30 per cent to 52 per cent. In 
addition, there is an excess profits tax of 
30 per cent. If a corporation desires to 


Maximum 
Gift Allowed 
as Deduction 

$ 1,250 
2,500 
3,750 
5,000 

12,500 
25,000 
50,000 


Taxable 
Income 
$ 25,000 
50,000 
75,000 
100,000 
250,000 
500,000 
1,000,000 


take full advantage of the 5 per cent charity 
deduction, the actual cost to it will, of course, 
depend upon the tax bracket into which it 
falls. 


The figures at the bottom of this page 
show the cost to corporations enjoying 
various-sized incomes (other than corpora- 
tions whose tax is limited to the over-all 
maximum reaching up to 70 per cent) of 
making a 5 per cent contribution. 


It is readily seen what a large slice of 
the contribution is really borne by the gov- 
ernment rather than by the corporate con- 
tributor. Any corporation with a taxable 
income over $25,000 and not in the excess 
profits bracket can give the full deductible 
gift of 5 per cent of net income for a net 
cost of 2.4 per cent of its earnings. 


The cost of such a contribution to a 
corporation which is subject to excess 
profits tax is only .9 per cent of its earn- 
ings. Putting it another way, any corpora- 
tion subject to excess profits taxes can 
make a contribution at a net cost of only 
18 cents for each $1 contributed. This means 
that for every $1,000 contributed, the cor- 
poration saves $820 in taxes, and the net 
cost of the gift is only $180. Furthermore, 
if this $180 were distributed as a dividend, 


Cost of 1952 Gift 


If Subject If Not Subject 
to Excess to Excess 
Profits Tax Profits Tax 


$ 875 $ 875 
450 1,200 
675 1,800 
900 2,400 

2,250 6,000 
4,500 12,000 
9,000 24,000 
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By F. E. SEIDMAN, CPA 


‘.) : 


Harris & Ewing 


the government would again take a slice of 
it in individual income taxes, so that the 
ultimate cost of a contribution in such a 
case would be almost entirely absorbed by 
the government. 


Because of the rise in tax rates and the 
adoption of the excess profits tax, corpora- 
tions can now afford to increase their 
contributions to the extent shown by the 
below tabulation without any additional 
cost to them. 


None of these figures takes into con- 
sideration tax savings that might be 
effected because of state income taxes to 
which many corporations are subject. Fur- 
thermore, some corporations are now subject 


Taxable Income 
Corporations not subject 
to excess profits tax: 


Corporations subject to 
excess profits tax: 


? Decrease 


Save by Giving 


Partner, Seidman & Seidman, Grand Rapids, Michigan 


to renegotiation of their government con- 
tracts, under which they must refund to 
the government 100 per cent of their exces- 
sive profits. Reasonable contributions made 
by corporations are allowable as deductions 
for renegotiation purposes. Accordingly, on 
the portion of such contributions properly 
chargeable to government business, the cost 


‘to the corporation making the gift is “zero,” 


since the government, in such instances, 
absorbs 100 per cent of the contribution. 


Gifts by Individuals 


For the individual, allowable contributions 
are deductible up to 15 per cent of his 
income. 


Per Cent Increase in 
1952 Contributions 
Without Additional 

Cost Over Contribu- 

tions Made in 


1951 1950 1949 


10 
21 
21 
21 
21 
21 





Taxable Income 
(Less Exemptions) 


Single 

Person 
$ 2,000 
3,000 
4,000 
5,000 
6,000 
8,000 
10,000 
12,000 
15,000 
20,000 
25,000 
30,000 
40,000 
50,000 
75,000 
100,000 
200,000 


Married 
Couple 
$ 4,000 

6,000 

8,000 
10,000 
12,000 
16,000 
20,000 


The above figures show the approximate 
percentage of charitable gifts absorbed by 
the government under the 1952 tax rates 
and the actual cost of the gifts to indi- 
viduals in various income brackets. 


Thus, the net actual cost of a gift will 
vary from 78 per cent of the amount con- 
tributed to a low of 9 per cent, depending 
upon the amount of an individual’s income. 


In order to aid those who desire to take 
advantage of their maximum charity deduc- 
tions, the figures below have been de- 
veloped to show approximately how much 
a married couple with various amounts of 
income can give, what the actual cost will 
be to them if they contribute the maximum 
amount of income they are permitted to 
deduct for income tax purposes and what 
the tax savings are as a result of such deduc- 


Maximum Gift 
Allowed 
as Deduction 
$ - 600 
900 


Taxable Income 
$ 4,000 
6,000 
8,000 
10,000 
12,000 
16,000 
20,000 
24,000 
30,000 
40,000 
50,000 
60,000 
80,000 
100,000 
150,000 
200,000 
400,000 


Per Cent of Gift 
Absorbed . by the 
Government 
22% 

25% 

25% 

29% 

29% 

34% 

38% 

42% 

53% 

59% 

66% 

67% 

72% 

75% 

83% 

88% 

91% 


Actual Cost 
to Donor 
Per $100 Gift 


tion (except those who take the “optional 
standard deduction”). 


For many contributors the actual cost 
will be even lower than these figures, since 
in addition to the federal income taxes, they 
may be subject to state income taxes. Also, 
if what is not given to charity ultimately be- 
comes part of one’s estate, the inheritance 
taxes may eat into what is left. 


If an individual is the owner of a close 
corporation, a contribution to charity by the 
corporation instead of by the individual may 
be preferable, taxwise. This would occur 
when the corporation’s rate of tax is higher 
than the tax on the owner’s individual in- 
come. In such a case there is a double 
tax advantage. The amount contributed is 
a deductible item by the corporation and is 
not taxable as a dividend to the individual. 


Tax 
Net Cost Savings 
$ 467 s 82 
681 219 
950 295 
1,096 
1,278 
1,584 
1,868 
2,120 
2,300 
2,556 
2,658 
2,992 
3,728 
3,876 
4,236 
3,936 
5,400 


11,124 
18,264 
26,064 
54,600 
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Maximum 
Gift Al- 
lowed as 

Deduction 

$ 3,000 
4,500 
6,000 
7,500 

15,000 
30,000 


Single Person 
Taxable 
Income 


Cost of Gift 
if Made 
in Cash 

$1,278 
1,496 


Cost if Made Cost if Made 
in Securities in Securities 
Held More Than Held Less Than 
Six Months Six Months 
$ 888 $ 366 
911 ( 12) 
1,084 ( 296) 
963 ( 938) 
18 ( 4,770) 
(1,200) (11,094) 


The figures in parentheses in the last two columns indicate the amount 
of money each of such individuals is actually “in pocket” because of making 


the respective gifts. 


If, after taking advantage of the full amount 
of the 5 per cent allowable corporate deduc- 
tion, the individual owner desires to make 
additional contributions to charity, he may 
do so personally and obtain a deduction up 
to the 15 per cent of his income. 


Gifts in Securities 


If a contributor makes his gift in securities 
on which he has an open profit, additional 
savings in income taxes will be effected, 


for not only is the donor allowed to take © 


the appreciated value of the securities as a 
deduction but he also avoids paying an 
income tax on the appreciation. 


With security markets at the highest level 
in many years, taxpayers may find that they 
own securities from which very large profits 
are derived. The tax saving on gains from 
securities held for more than six months is 
limited, effective in 1952, to 26 per cent, but 
on securities held less than six months, the 


saving ranges up to 92 per cent of the 
gain. This is in addition to the tax savings 
previously mentioned. When both savings 
are added together, the net result some- 
times leaves the taxpayer actually dollars 
ahead in his pocket, because he made the 
contribution instead of selling the securities. 
This will be observed from the examples at 
the top of the page, in which it is assumed 
that one half of the present market value of 
the securities represents appreciation to the 
taxpayer. 

While the foregoing refers to gifts of se- 
curities, the same principle is, of course, 
applicable to all types of property. 


The following shows the cost of making 
a gift in securities or other property held 
more than six months that has appreciated 
and has a present market value of $1,000. 
The cost of the gift is set forth as it stands 
after allowing for the tax saving because 
of the charitable deduction as well as the 
saving of the long-term capital gains tax: 


Net Cost or Amount by Which a Taxpayer Is Ahead 
Because of $1,000 Gift of Appreciated Asset 


Market value 


Original cost of asset (“basis’’) 


Top Surtax Bracket 
Rate 


Save by Giving 


$1,000 
$ 200 


$1,000 


$ 400 


Cost of Gift 


$ 711 $ 756 
680 729 
623 681 
558 626 
506 582 
454 538 
376 472 
314 418 
284 388 
254 358 
224 328 
184 288 
174 278 
164 268 





Top Surtax Bracket 
Rate 


. 2S ere 
er 

83% .... 

85% 

88% .. 

90% 

91% . 

92% .. 


Cost of Gift 


$124 $ 228 
94 198 

74 178 
148 


( 98 
( 36) 68 
( 56) 48 
( 66) 38 
( 76) 28 


The figures in , parentheses indicate the amount by which taxpayer is ahead. 


Corporations also may increase the amount 
of their tax savings and reduce the cost of 
gifts by donating securities instead of cash. 
Corporations would save not only the nor- 
mal, surtax and excess profits taxes, which 
total 82 per cent, but would also avoid the 
payment of the 26 per cent capital gains 
tax on the securities profit. As in the case 
of individuals, the increased saving depends 
upon the amount of the profit in the secur- 
ity, as shown in the two examples below: 


If an individual or corporation wishes to 
make a gift of securities or other property, 


(1) Corporation with taxable income of 


Gift in cash . 


82 per cent tax saving through gift i in cash . 


Gift in securities . 
Cost of securities 


Profit 


26 per cent tax saved on profit 


it is important that the pledge should not 
be in dollars or specify a dollar amount. It 
should merely be a pledge of the desired 
number of shares of the securities or of the 
other properties that are being donated. 


All of the preceding computations have 
been made on the assumption that the tax 
rates enacted by the Revenue Act of 1951 
will prevail for the entire year 1952. Of 
course, if the rates are increased, the 
amounts that will be “saved by giving” will 
be even greater than those indicated. 


. $1,000,000 
50,000 


82 per cent income and excess profits tax saving... .-... 


Total tax saving 


Net cost of $50,000 gift 


Corporation with taxable income of 


Gift in cash 


82 per cent tax saving through gift in cash 


Gift in securities 
Cost of securities 


Profit .. 


26 per cent tax saved on profit 


82 per cent income and excess profits tax saving 


Total tax saving 


Net gain on $50,000 gift 


[The End] 
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LIFO Method of Inventory Valuation 


By GODFREY W. WELSCH 


THE BASIC REQUIREMENT OF ALL INVENTORY METHODS—THAT THEY 
CLEARLY REFLECT INCOME—BECOMES MORE DIFFICULT TO MEET AS 
THE TAXPAYER'S BUSINESS GETS MORE COMPLEX. THE AUTHOR DIS- 
CUSSES MAJOR METHODS OF ESTABLISHING INVENTORY CATEGORIES 


LTHOUGH the Revenue Act of 1939 
"X permitted all taxpayers, by meeting 
certain conditions, to adopt the elective or 
last-in, first-out (LIFO) method of inven- 
tory valuation authorized by Section 22(d) 


of the Internal Revenue Code, the strict 


administrative policy pursued by the Treas- 
ury Department proved a deterrent to many 
taxpayers who would otherwise have availed 
themselves of the right given by the statute. 
As first administered, LIFO appeared suit- 
able only for those industries using a uni- 
form, or substantially uniform, raw material 
which represented the preponderance of the 
value of the finished product and which had 
a long processing period. 


Since that time, however, Tax Court de- 
cisions upholding the right of taxpayers 
to use the “dollar value” and the “retail 
method” adaptations of LIFO, followed by 
‘Treasury acquiescence and amended regu- 
lations, have greatly broadened the field to 
which LIFO may be applied. In addition, 
the Treasury has notably liberalized its 
early requirements that very narrow cate- 
gories- of goods be used under the LIFO 
method. In 1944, T. D. 5407 (1944 CB 83) 
amended the regulations to permit manu- 
facturers and processors to combine, in one 
category, raw material and the raw material 
content of goods in process and finished 
goods, at the same time permitting com- 
bination of similar but not identical raw 
materials into single groups. 


Thus, some of the earlier reasons for the 
hesitation of taxpayers to adopt LIFO have 
been eliminated. In order, however, to 
provide maximum tax advantages, LIFO 
should be adopted at a low point in the 
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price cycle. Many taxpayers, having missed 
the early low point in 1939, felt that they 
had lost their chance, and they thereupon 
dismissed the thought of LIFO. 


With the re-enactment of an excess profits 
tax in 1950 and the strong possibility of 
continued inflationary price rises in raw 
materials, executive thinking again began to 
consider the advantages of shifting to 
LIFO. Many companies elected LIFO for 
their fiscal years just closed. The annual 
reports of these companies, with statements 
of reduced inventory value and consequent 
tax savings due to LIFO, have stimulated 
executives of corporations in similar indus- 
tries to give the matter careful consid- 
eration. 


Factors to Be Considered 
in Adopting LIFO 


The decision as to whether or not to 
change to the LIFO method of valuing 
inventory is one that must be made by 
those executives responsible for the estab- 
lishment of a taxpayer’s general business 
policies. It is not primarily an accounting 
problem. However, the accountant can 
assist in the reaching of a correct decision 
by pointing out the various factors which 


_must be considered. Before making any 


final decision to change to LIFO, com- 
petent accounting advice should be obtained 
as to the treatment best suited to the nature 
of the taxpayer’s business. 


The basic theory underlying the LIFO 
method of inventory valuation is that a 
certain quantity of inventory must be main- 
tained if a company wishes to continue in 
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A member of the bar of the State of New York, 
Godfrey W. Welsch is employed in the New 
York office of Lybrand, Ross Bros. & Montgomery 


business, that this required quantity is more 
in the nature of a fixed asset than a current 
asset and that fluctuations in the value of 
this basic inventory give rise to mere un- 
realized profit or unsustained loss which 
should not be reflected in taxable income. 


Under the LIFO method, the basic in- 
ventory is carried on the books of the 
company at the price at which it was 
acquired, and as long as current purchases 
are sufficient to provide for current sales 
of the company’s product, the cost of the 
basic inventory does not affect the cost of 
goods sold. Thus, current purchases are 
matched against current sales. Paper profits 
which arise from an advance in the price 
level are eliminated from income. The tax 
advantages to be gained from LIFO when 
tax rates are high and costs are rising are 
self-evident, but because, under present law, 
LIFO inventories must be carried strictly 
on a cost basis, no write-downs to market 
prices are permitted if the market falls be- 
low cost. To the extent of the quantities on 
hand at the beginning of the year of election 
of LIFO, inventory costs are frozen to the 
costs in effect on that date. Should the 
market fall below the basic LIFO prices, 
the inventory write-down is not available 
as a tax deduction until the inventory is 
liquidated. Therefore, before an election to 
use the LIFO method is made, possible 
future tax costs of price declines should be 
carefully weighed against calculable imme- 
diate tax savings. 


Coupled with the requirement that LIFO 
inventories be carried at cost is the require- 
ment that the closing inventory of the year 
preceding the year of the election of LIFO 
be adjusted to agree with the opening in- 
ventory of the year of election stated at 
cost. If there have been substantial write- 
downs to market in the valuation of such 
closing inventory, the resulting adjustment 
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to income could result in a large tax 
liability. Such liability must be calculated 
and weighed in conjunction with compara- 
tive tax rates and known and anticipated 
savings. 


Another factor to be considered is an- 
ticipated fluctuation in year-end inventory 
quantities. An examination should be made 
of comparative quantities of inventory on 
hand at the end of several preceding years 
to determine relative stability of year-end 
quantities. The basic theory of LIFO is 
predicated upon the maintenance of a 
minimum quantity of inventory. Fluctua- 
tion of inventory quantities under the LIFO 
method of inventory accounting can result 
in the bunching of profits in high-tax-rate 
years. 


The various adaptations of the LIFO 
method which have been approved by the 
Tax Court and the Treasury now make it 
possible for any taxpayer, regardless of 
the nature of its business, to adopt LIFO. 
However, some taxpayers with complex 
inventories do not maintain their records 
in such a fashion that the information 
required for an adaptation of LIFO is 
readily available. The cost of procuring 
such information sometimes becomes a fac- 
tor in the decision of whether or not to 
adopt LIFO. 


Establishing Appropriate Inventory 
Categories 


When the inventories of a taxpayer con- 
sist of homogeneous categories of goods, 
it is a simple matter to set up one or more 
inventory pools, using the natural unit of 
the goods in the pool as the unit of measure- 
ment of increase or decrease in inventory. 
For example, a producer of crude oil would 
have one inventory category—crude oil— 
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and the barrel would be the appropriate 
measurement standard. 


As the business of a taxpayer gets more 
complex, increasing difficulties are encoun- 
tered in the setting up of inventory pools 
which will correctly reflect the taxpayer’s 
income under the LIFO method and yet 
not unduly complicate the taxpayer’s ac- 
counting procedure. The producer of crude 
petroleum sells his products to a refinery. 
The petroleum refiner not only has an 
inventory of crude oil, his raw material, but 
he must also maintain inventories of the 
various refined products, such as gasoline, 
wax, fuel oil, kerosene, lubricating oil, etc. 
Charges for transportation, labor and re- 
finery expense have been added to the raw 
material and must be reflected in the closing 
inventories. 


A variety of methods of establishing 
inventory categories is available. The major 
ones will be discussed briefly below. 


The taxpayer may elect to put only that 
portion of its raw material which is still 
in the raw state on LIFO and retain work 
in process and finished goods on a first-in, 
first-out basis. This is feasible where the 
conversion or finishing processes are com- 
paratively rapid, only small quantities of 
finished goods are retained on hand and 
labor is a minor element in the total cost 
of the finished product. A company which 
keeps a large stock of steel sheets on hand 
and which stamps or die cuts this steel] to 
shape on special order, delivering the orders 
as completed, is an example of a taxpayer 
which might find the above method most 
suitable to its needs. 


Where labor continues to remain a minor 
element of total cost but where the con- 
version process is of long duration or where 
large stocks of finished goods are custom- 
arily maintained, a variation of the above 
method is permitted. Under the Regula- 
tions, a taxpayer may combine in one pool 
not only the raw material which is still in 
the raw state but also the material which 
is a component part of the work in process 
and the finished goods, retaining conver- 
sion costs on a first-in, first-out basis. 


In industries where labor costs become 
an important part of the cost of the finished 


goods, it is usually desirable to use the. 


LIFO method for valuing the conversion 
costs as well as material costs. One method 
of doing this is to establish separate cate- 
gories for raw materials, work in process 
and finished goods and to consider each 
of these categories as a separate inventory 
pool. This was the method insisted upon 
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by the Treasury when LIFO was first 
made available to all taxpayers in 1939, 
but subsequent rulings and regulations have 
liberalized the early restrictions. A dis- 
advantage of this method is that the tax- 
payer may suffer a liquidation in its raw 
material because of a decrease in the quantity 
on hand as raw material at the end of a 
year, even though the raw material still 
remains on the taxpayer’s premises as a 
component of increased stocks of work in 
process and finished goods. 


Although there is as yet no official Treasury 
sanction, it is believed that another method 
of carrying labor and overhead at LIFO 
values which will be permitted for tax pur- 
poses is to establish inventory pools for 
(a) raw materials (including raw material 
in work in process and finished goods) and 
(b) conversion costs. The cost components 
of the inventory would be accounted for 
rather than the specific goods. 


Dollar-Value LIFO 


The use of a natural unit of measurement 


_is simple and desirable, but when a tax- 


payer manufactures or distributes a large 
variety of products, the practical applica- 
tion of such a method is impossible. Take, 


for example, a retail department store with 
thousands of unrelated items in inventory 
or a distributor of wholesale grocery prod- 


ucts which maintains inventories of in- 
numerable types and sizes of cans and 
boxes of fruits, vegetables, soap products, 
condiments, etc. It is impossible to com- 
bine these items in one inventory pool and 
arrive at a common denominator of natural 
unit measurement, yet to attempt to set up 
a separate inventory pool for each type of 
item would present an insurmountable task. 
Even if it could be successfully accomp- 
lished, the many liquidations and increases 
in inventory pools that would necessarily 
occur each year would so distort income 
that the method would conflict with the re- 
quirement that it clearly reflect the tax- 
payer’s income. On the other hand, the 
Internal Revenue Code makes the LIFO 
method available to any taxpayer, regard- 
less of the nature of the business in which 
it is engaged. Because of the tax savings 
possible through the use of the method, a 
denial of its use to any one taxpayer or 
group of taxpayers would be discriminatory. 
A method had to be devised, therefore, to 
enable taxpayers having large inventories 
of related but unlike products to use LIFO. 
After several court decisions in favor of 
taxpayers, the Treasury amended the Regu- 
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lations to permit the use of a method wherein 
changes in inventory are measured by changes 
in the basic dollar value of the inventory, re- 
gardless of the changes in the physical nature 
of the inventory. As adapted to use by retail 
department stores, the method is known as the 
“retail LIFO method.” Under the “retail 
LIFO method” an approved index, pre- 
pared by the Bureau of Labor Statistics, 
is applied to departmental inventories to 
arrive at the quantitative change in inven- 
tory. Increase or decrease in “inventory 
units” expressed in dollars at the price level 
at the beginning of the year is thus com- 
puted. If there is an increase, this must be 
revalued at the close of the year and re- 
duced to cost. The cost of the addition is 
then added to the LIFO inventory at the 
first of the year to obtain the LIFO 
valuation at the year’s end. 


As adapted to use by taxpayers other 
than retail department stores, the method 
of destroying the physical identity of goods 
within an inventory and substituting there- 
for dollar terms is known as the “dollar- 
value” method of LIFO valuation. In 
general, the principle of dollar-value LIFO 
may be explained as follows: Changes in 
inventory are measured by changes in the 
basic dollar value of the inventory regard- 
less of the changes in the physical nature 
of the inventory. A closing inventory is 
priced at opening inventory prices and 
compared with the opening inventory. If 
the closing inventory at opening inventory 
prices is less than the opening inventory, 
there has been a liquidation of inventory, 
and the closing inventory, priced at open- 
ing inventory prices, becomes the LIFO 
dollar-value inventory. If the closing in- 
ventory at opening inventory prices is greater 
than the opening inventory, the excess is 
the inventory increment. An index of the 
increase or decrease in prices during the 
year is computed by dividing the value of 
the closing inventory at closing inventory 
prices by the value of the closing inventory 
at opening inventory prices. The value of 
the closing LIFO inventory is obtained by 
multiplying the inventory increment by the 
index and adding it as an inventory layer 
to the opening inventory. 


Narrow v. Broad Classification 


In any election of the LIFO method of 
inventory valuation, serious consideration 
must be given to the inventory groupings 
or pools to be used. Broad classifications 
permit taxpayers to maintain substantially 
equivalent quantities of inventory on hand 


346 








from year to year, regardless of changes 
in quantity of various components of the 
total inventory. Narrow classifications may 
lead to substantial liquidations of portions 
of a taxpayer’s inventory, with offsetting 
increases in other portions and a consequent 
distortion of income. Broad classifications 
are generally more attractive to taxpayers 
from a tax and accounting viewpoint be- 
cause, with fewer categories of inventory, 
accounting work is simplified and the re- 
duction of the danger of liquidation of basic 
inventory helps stabilize income over periods 
of years. On the other hand, when the law 
provides relief, such as that contained in 
Code Section 22(d)(6), against taxation of 
“paper profits” realized from certain in- 
voluntary liquidations of inventories, narrow 
classifications sometimes enable a taxpayer 
to maintain better control over inventory 
costs without risking the dangers of high 
taxable profits from involuntary liquidation, 
provided the failure to replace is caused by 
one or more of the factors enumerated in 
Section 22 (d) (6). For example, should 
falling prices result in a situation wherein 
certain narrow categories of inventory are 
“costed” in excess of current market, a tax- 
payer might find it feasible to reduce its 
inventory quantity of one or more of these 
narrow categories to a minimum at the end 
of a given year. Replacement could then be 
made immediately after the end of the year 
at the current lower market prices. The 
taxpayer has thus effectively used the lower 
of cost or market for these segments of 
its inventory. 


Each taxpayer presents its own classifica- 
tion problem. Where departmentalization 
is feasible, it has been found that a break- 
down of inventory by departments is ac- 
ceptable to the Treasury and usually proves 
most satisfactory to the taxpayer. The 
Regulations provide that products should 
be segregated into natural groups on the 
basis of (1) similarity in factory processes 
through which they pass, (2) similarity of 
raw materials used or (3) similarity in style, 
shape or use of finished products. 

The taxpayer establishes the categories 
or pools when it files its first return under 
LIFO. These categories or pools are sub- 
ject to Treasury review and change, but the 
Treasury administration of LIFO has tended 
to become more and more liberal as the 
number of taxpayers on [IFO increases 
and as a better understanding is reached con- 
cerning the problems facing LIFO taxpayers. 

There is as yet no official guide as to 
how broad the inventory class‘fications may 

(Continued on page 390) 
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EFFECT OF A 


Jeopardy Assessment on the Tax Lien 


By ROBERT H. WYSHAK 


AS A MATTER OF LAW, THE COLLECTOR DOES NOT HAVE THE 
RIGHT TO CUSTODY OF ANY OF THE TAXPAYER'S ASSETS. IN 
PRACTICE, HOWEVER, THE TAXPAYER FINDS THAT HIS ASSETS 
HAVE BEEN FROZEN, THIS BOSTON ATTORNEY POINTS OUT 


SS INCE 1866 there has been a law making 
\ delinquent federal income taxes, pen- 
alties and interest a lien upon “all property 
and rights to property, whether real or 
personal” belonging to a delinquent tax- 
payer. Section 3670 of the Internal Revenue 
Code is the present embodiment of this 
law. The language used is sweeping, has 
been liberally construed and, therefore, has 
resulted in comparatively little litigation. 
Until 1945, however, it was doubtful whether 
the lien reached after-acquired property. 
The Supreme Court of the United States 
finally resolved this question in the affirma- 
tive. There is no question now but that 
the lien is upon all property owned by the 
delinquent taxpayer, whether tangible or 
intangible, during the life of the lien.?_ This 
article is concerned with the practical and 
theoretical aspects of its effect on the right 
to possession of property during the life of 
the lien. This is especially important where 
there has been a jeopardy assessment. In 
view of the current drive against gamblers 
and racketeers, jeopardy assessments should 
come into unprecedented prominence. 

The lien has been described as “a weapon 
provided by statute to assist the collector 
in his job of collecting the taxes which are 
assessed.”* It is submitted that the lien 


itself is not a weapon, but in conjunction: 


1Glass City Bank v. 
326 U. S. 265. 

2 Glass City Bank v. U. S., cited at footnote 1 
(fees allowed receiver by state court); Invest- 
ment & Securities Company v. U. 8., 43-1 ustc 
1 9453, 49 F. Supp. 620 (DC Wash.), aff'd 44-1 
ustc J 9210, 140 F. (2d) 894 (CCA-9) (liquidating 
dividend of national bank); U. 8. v. National 


U. S., 45-2 ustc { 9449, 
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with the collector’s powers to enforce pay- 
ment of any delinquency, it is.“ Once the 
lien is recorded in accordance with Section 


_ 3672, it is clear that a transferee of the 


taxpayer will be bound to have notice of 
the lien, except where the subject of the 
transfer is securities. In such case, this 
section protects a mortgagee, pledgee or 
purchaser of a security who is without knowl- 
edge of the existence of the lien and pro- 
viding the transaction was supported by 
adequate consideration. Securities are there 
defined to include money, negotiable instru- 
ments, shares of stock, bonds and the like. 


The result of any transfer by the tax- 
payer is, therefore, well covered by the stat- 
ute. Nothing is said about the status of 
the taxpayer’s assets which have not yet 
been reduced to his possession, more par- 
ticularly intangibles such as _ uncollected 
debts. As a result of the frequent identifi- 
cation of the lien with an attachment, it 
is often erroneously given the same effect 
as an attachment. An attachment is a legal 
process resulting in the seizure of property 
which deprives the owner of the right to 
custody of the property. The mere fact 
that there is a lien upon property does not 
prevent its transfer or render the transferor 
personally liable, because of the transfer, for 
the debt secured by the lien. In the case of 


City Bank, 40-1 ustc { 9253, 32 F. Supp. 890 (DC 
N. Y.) (bank deposits). 

% Reid, ‘‘Tax Liens, Their Operation and 
Effect,’’ Proceedings of New York University 
Ninth Annual Institute on Federal Taxation 
(1950), p. 563. 

4 Code Secs. 3690 and following. 





an uncollected debt, the delinquent tax- 
payer’s property is his claim against the 
debtor. The debtor does not hold any of 
the taxpayer’s property. An assignment by 
the taxpayer of this claim would be subject 
to the lien, and it is to the claim that the 
lien applies. This may be analogized to the 
rule in the law of trusts that a debtor can- 
not declare himself trustee of his own obli- 
gation: 


“Where a creditor directs his debtor to 
pay to a third person the amount which 
he owes to the creditor, the debtor does 
not thereby become trustee for the third 
person, since he holds no property for the 
third person. The creditor may become 
trustee of the obligation, but the debtor is 
at the wrong end of the obligation; the 
debtor has only a liability, not an asset.’’* 


In the argument of the Glass City Bank 
case, it was contended by the bank® that 
the application of the lien to claims for 
money would have an adverse effect on 
business dealings and that it would be dif- 
ficult for a person with an outstanding lien 
to get a new start or obtain employment 
because of the consequent hazard in dealing 
with him. This contention was disposed 
of by the government’ on the ground that 
the lien was on the taxpayer’s property and 
rights to property and not on the correla- 
tive obligations of third parties to him. 


If an employer or debtor makes payment 
of sums due in ignorance of the lien, he 
will not also be liable to the collector. 
Third persons will be doubly liable only 
where they have been served with a levy 
and demand for surrender of property by 
the collector.® Where this has not been 
done, a person may deal with impunity with 
a tax delinquent. If the lien were imposed 
before the debt was paid and the debtor 
were served with a notice of distramt, he 
would suffer no loss, for payment of the 
delinquent taxes would constitute payment 
of the debt. Where the debt is paid before 
the government applies the lien, it “would 
seem that there are no grounds on which 
he could be held liable. 


In the case of a commercial bank account, 
it is clear that there is a debtor-creditor 
relationship between the bank and depositor. 
In view of the foregoing, a bank, prior to 
levy and demand by the collector, should 


5 Scott on Trusts, Sec. 87 (1939). 

6 Petitioner’s brief, p. 37. 

™ Respondent’s brief, p. 34. 

8 Code Sec. 3710 (a). 

® Bureau letters dated October 30, 1933, and 
January 2, 1941. 

10 Letter ruling dated October 4, 1935. 


have no reason to refuse to pay checks or 
allow withdrawals. The bureau has issued 
letter rulings which state that the bank, on 
receiving actual notice of the lien, should 
give the collector reasonable time within 
which to levy, where a withdrawal would 
reduce the balance below the amount of 
the lien.” “The administrative practice and 
procedure of furnishing notices of tax lien 
to banks, trust companies, and other holders 
of assets or credits of delinquent taxpayers 
is followed merely to assure the receipt of 
the information by the holders of such assets 
or credits of the existence of a claim of 
the United States upon the property and 
rights to property of the delinquent tax- 
payers .... it is only after a collector has 
levied upon a bank deposit that there exists 
a duty upon the bank to withhold funds 
from a depositor.” * 


The question then arises as to the reason 
for the fear that a “taxpayer’s financial ac- 
tivities may be stopped entirely, changing 
living, going properties into dead assets” ™ 
where there has been a jeopardy assessment 
and notices of lien have been filed, if the 
taxpayer can collect his accounts receivable, 
transfer tangible assets subject to the lien 
and sell securities to a bona fide purchaser 
for value without notice of the lien. The 
answer lies in the practical application of 
this theoretical analysis. As a matter of 
law and statutory interpretation, the col- 
lector does not have the right to custody 
of any of the taxpayer’s assets. He is not 
authorized to blast open any safe deposit 
boxes or enjoin a taxpayer from buying or 
selling any assets. However, in practice, 
once a jeopardy assessment has been made 
and notices of lien properly filed, the tax- 
payer as the result of his coerced coopera- 
tion finds that his assets have been frozen. 


Ordinarily, a jeopardy assessment results 
from a determination that the collection of 
a delinquency is in jeopardy either on the 
ground of fraud or dissipation of assets.” 
The collector, or often the special agent, 
will send notices of the lien to the tax- 
payer’s banks and corporations in which 
he is a shareholder and request that he be 
advised of any attempted withdrawals or 
attempts to transfer the stock. It has been 
the author’s experience that most banks and 
some publicly held corporations are over- 
zealous in their attempts to cooperate. The 


1 Miller, ‘‘Jeopardy and Other Summary 
Assessments,’’ Proceedings of New York Uni- 
versity Seventh Annual Institute on Federal 
Taxation (1948), p. 195. 

12 See article cited, footnote 11, at p. 196 for 
other reasons. 
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banks permit no withdrawals, and the cor- 
porations treat the notice as the equivalent 
of “stops” against the transfer of the stock. 
Some go so far as to refuse to pay over 
to the taxpayer-shareholder dividends as 
they become due in the future. This is 
clearly erroneous since, once a dividend is 
declared, a debtor-creditor relationship is es- 
tablished with the shareholder. Until such 
time as the collector applies the lien, the 
corporation is under no duty to withhold 
payment of the dividends, despite the fact 
that the shareholder’s claim to the dividend 
is subject to the lien.* This eagerness to 
avoid controversy with the government is 
often sufficient to impair the taxpayer’s re- 
sources to a considerable extent. 


Since a jeopardy assessment more often 
than not is excessive, a taxpayer may not 
be able to pay it on demand without a 
quick liquidation of his assets. If he cannot 
secure the jeopardy bond provided for in 
Section 273(f) but can convince the col- 
lector, who is responsible for the collection 
of the tax, of his good faith and can assure’ 
him that the government’s interest will be 
protected, the collector may refrain from 
collecting the tax until a final determination 
of any delinquency.“ In such case, the tax- 
payer would be required to inventory his 


PURGATORY OF TORTURE 


Taxpayers of ancient China were co- 
erced into paying on time by the re- 
ligious threat of a special tax evader’s 
purgatory. The purgatory was graphic- 
ally illustrated for them in a religious 


drama containing nine other special 
purgatories. All ten are reproduced in 
an exhibit in the department of anthro- 


pology at the Chicago Natural History 
Museum. 


The delinquent taxpayer’s purgatory 
contained the following punishments, 
which, it was threatened, were adminis- 
tered in succession: 


1. The delinquent taxpayer is hung 
beside a pool and water is continually 
poured over him. 


2. He must kneel on chains and bam- 


boo splinters. 





13 Similarly, brokerage houses often errone- 
ously refuse to allow the withdrawal of a credit 
balance or of dividends credited to an account 
or to permit the transfer of any securities on 
a taxpayer’s account. 

4Tf the taxpayer can convince the Commis- 
sioner that the assessment is excessive, an 


Jeopardy Assessment on Tax Lien 


assets, including the contents of any safe 
deposit boxes,” pursuant to an agreement that 
the proceeds of the sale of any asset will 
be held subject to the lien and not re- 
invested without the collector’s permission. 
Since the government is not interested in 
putting people out of business or into bank- 
ruptcy, the taxpayer is ordinarily allowed 
to collect income earned subsequent to that 
time and to deal with later acquisitions 
subject to a literal reading of the law. 


Although the taxpayer can usually exist 
under such conditions for a brief period, 
his hands are tied and his assets frozen. 
It is an unusual case where the lien is dis- 
charged and the litigation terminated in a 
short enough time to avoid serious financial 
harm to the taxpayer. Under a literal appli- 
cation of the law, the collector would be under 
a duty to collect the tax ten days after notice 
and demand, unless the taxpayer filed a jeop- 
ardy bond. A liquidation of assets and 
prompt payment of the tax usually leave the 
taxpayer with little, so that under either 
course the taxpayer is left in a shaky finan- 
cial position. This is no doubt why the 
jeopardy-assessment procedure is so spar- 
‘ingly used and shows that the tax lien be- 
comes more than a mere lien under such 
circumstances. [The End] 


PROMISED TAX EVADERS 


3. His hands are scalded with boiling 
water. 

4. His sinews are cut and his bones 
pulled out. 

5. His shoulders are pricked with a 
trident and the skin rubbed with a hard 
iron brush. 

6. Holes are bored in his flesh. 

7. He must sit upon spikes (upright). 

8. He must wear iron clothes. 

9. He is crushed under heavy timbers, 
stones and huge clods of earth. 

10. His eyes are plucked out. 

11. His mouth is choked with dust. 

12. He is perpetually dosed with 
“abominable drugs.” 

13. He is made to slip on oiled beans, 
constantly falling down. 

14. His lips are painfully pricked. 

15. His body is buried under gravel 
with the head protruding. 








abatement and partial discharge of the lien can 
often be effected. 

13 The collector will put a seal on each box 
so that his presence will thereafter be required 
in order to open the box. 





Prosecutions for Tax Evasion 


YESTERDAY'S EFFORTS WERE DIRECTED AT COLLECTING EVADED TAXES. 
TODAY'S AIM AT DETERRING EVASION—AND CRIMINAL PROSECUTION 
IS NO LONGER A REMOTE, UNLIKELY PROSPECT FOR THE TAX EVADER 


RIMINAL prosecutions for tax evasion 

will shortly reach unprecedented totals.’ 
Treasury Department officials have appar- 
ently concluded that emphasis on criminal 
sanctions is essential to maintain public 
confidence, which had been undermined by 
criticism of the Bureau of Internal Revenue 
and disclosures of corruption in the admin- 
istration of the revenue laws. It was feared 
that lack of faith in the efficiency and integ- 
rity of the revenue service would adversely 
affect tax collections. Hence, vigorous en- 
forcement activities were considered essen- 
tial to deter potential evaders.” 


Previous enforcement efforts, particularly 
the widely publicized drive against tax 
evaders immediately following World War II, 
were directed primarily at the collection of 
evaded taxes. The shift in emphasis to 
deterrence invited a reappraisal of pro- 
cedures and policies in fraud cases. Three 
significant changes in the administrative 
handling of such cases have recently been 
announced by the Treasury Department. 
These changes, which have received com- 
paratively little attention, reflect current 
attitudes and are of intense practical im- 
portance to lawyers and accountants rep- 
resenting alleged tax evaders. 





1On March 29, 1952, the Justice Department 
revealed that 450 tax evasion cases had been 
approved for prosecution by the Tax Division 
between November 1, 1951, and March 15, 1952. 
This was twice the number in any comparable 
period during the last ten years. (New York 
Times, March 30, 1952, p. 60.) The Bureau of 
Internal Revenue recently announced that it 
expects to jail about 600 racketeers in 1952 for 
tax fraud and that almost 300 were indicted in 
the past seven months. (Washington Post, 
March 31, 1952, p. 7.) During the entire fiscal 
year ended June 30, 1951, the Department of 
Justice referred only 398 tax cases to United 
States Attorneys for prosecution. (Annual Re- 
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Set forth below in the order in which 
they will be discussed, the announced 
changes in the administrative handling of 
fraud cases in the Bureau of Internal Rev- 
enue are: (1) revision of the procedure for 
review of prosecution recommendations; 
(2) abandonment of the health policy, pur- 
suant to which prosecution was not recom- 
mended if standing trial would endanger 
the taxpayer’s life or sanity; and (3) 
abandonment of the voluntary disclosure 
policy, which afforded a tax evader im- 
munity from prosecution if he disclosed his 
fraud prior to the initiation of an investigation. 


During the fourth week in January, a 
House Ways and Means Subcommittee on 
the Administration of the Internal Revenue 
Laws, popularly known as the King Sub- 
committee, held hearings on “Proposals for 
Strengthening Tax Administration.” Earlier 
hearings had brought the methods of 
handling fraud cases into “sharp focus” 
and disclosed problems and abuses, ac- 
cording to Chairman Cecil R. King. Al- 
though the Bureau had “responded” with the 
changes set forth above, the subcommittee 
deemed it advisable to consider the desira- 
bility ‘and adequacy of the changes and to 
inquire generally into the administrative 
problems involved.* 





port of the Commissioner of Internal Revenue 
(1951), p. 70.) 

2See ‘‘The Commissioner’s War on Racket- 
eers,’’ TAXES, May, 1951, p. 347, a report by 
former Commissioner Schoeneman, to a House 
Ways and Means Subcommittee on the Admin- 
istration of the Internal Revenue Laws. 

’ Hearings, p. 2. This reference (and all 
subsequent similar references) is to the printed 
record of the Hearings on ‘‘Proposals for 
Strengthening Tax Administration’’ before the 
House Ways and Means Subcommittee on the 
Administration of the Internal Revenue Laws. 
References in a footnote at or near the end of a 
paragraph will cite pages of the hearings dealing 
with material discussed in the entire paragraph. 
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New Policies and 


Procedure 


By PAUL P. LIPTON, Attorney 


Partner in the Firm of Duersten & Lipton, Milwaukee 


The hearings on “Proposals for Strengthen- 
ing Tax Administration” provide a wealth 
of information on procedure and policies in 
fraud cases. Frequent reference will be 
made to these hearings in the course of 
this article. 


REVIEW 
OF PROSECUTION RECOMMENDATIONS 


The processing of tax evasion cases in 
the Bureau of Internal Revenue and the 
Department of Justice has been described 
as a “seemingly endless series of examina- 
tions, siftings, and reviews.”* Several years 
frequently elapsed from the time a case 
left the Bureau’s Intelligence Unit, which 
investigates fraud cases and initiates recom- 
mendations for prosecution, until an indictment 
was obtained. During the King Subcom- 
mittee hearings in November and December, 
1951, the public learned that inordinate 
delays were often occasioned by the elaborate 
review procedures and that many recom- 
mendations for prosecution were quashed. 
The necessity and desirability of the ex- 
tensive reviews in the Bureau and Justice 
Department were seriously questioned. 


On January 8, 1952, the Secretary of the 
Treasury announced a revamping of Bureau 
procedure to permit the more “effective 
and prompt” prosecution of ‘tax evasion 
cases. Several “time consuming and over- 


‘Balter, Fraud Under Federal Tax Law, p. 
59. This excellent treatise will be of invaluable 
assistance to all tax practitioners. 

. —e Service Release, S-2927, January 

) 1902. 

®Steps eliminated by the revised procedure 
were: ‘‘(1) the step from the district counsel 
to the regional counsel; (2) the step from the 
Tegional counsel to the head of the Penal 
Division in Washington; (3) the step from the 
head of the Penal Division in Washington to 


Prosecutions for Tax Evasion 


- Chief Counsel, 


lapping stages of review and consultation” 
were eliminated.® 


Bureau Review 


Upon approval by the Special Agent in 
Charge of a regional Intelligence Unit 
office, recommendations for prosecution are 
reviewed in the Penal Division, Office of 
Bureau of Internal Rev- 
Prior to the recent change, a recom- 
mendation for prosecution was first reviewed 
in the appropriate district counsel’s office 
and then by the regional counsel; there- 
after, if the recommendation was approved, 
the case was forwarded to Washington for 
final consideration at Penal Division head- 
quarters and the Commissioner’s office. 
Recommendations for prosecution are now 
referred directly to the Department of 
Justice from the district counsel’s office. 
Review by the regional counsel and all 
3ureau review in Washington have been 
eliminated.® 


enue. 


The Penal Division in Washington will 
exercise supervisory control of field offices 
through a system of “post review” to 
assure uniformity of prosecutive action. 
Copies of all transmittals to the Justice 
Department will be sent to Washington. If 
a field office should make a reference to 
the department in violation of some policy, 


the Chief Counsel; (4) the matter of referring 


a case down to the Commissioner for signature 


to prosecution letter; (5) the mechanical opera- 
tion of referring that letter up to the Penal 
Division for a final check against conference 
request for anything which may have come up 
in the case between the time it went from the 
Chief Counsel to the Commissioner; and (6) 
the mechanical operation of mailing the case 
across the street to the Department of Justice.”’ 
(Hearings, pp. 110-111.) 
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Mr. Lipton was Special Attorney and Trial 
Counsel, Office of Chief Counsel, Bureau 
of Internal Revenue, 1940-1950. 


that office will be cautioned; there will- be 
no reversal of field decisions.’ 


Penal Division headquarters will continue 
to function where there is disagreement in 
the field. If an attorney concludes-that a 
case should not be prosecuted, he prepares 
a “criminal action memorandum” support- 
ing his decision and returns the file to the 
Special Agent in Charge. If the latter con- 
curs, the case is forwarded to the proper 
office for disposition -of the civil liability; 
otherwise, the recommendation against prose- 
cution is protested to the chief of the In- 
telligence Unit in Washington. If the chief 
of the unit believes that the case should be 
prosecuted, he sends the file to the Penal 
Division and conferences are then held 
between representatives of the Penal Divi- 
sion and the Intelligence Unit.® 


Consideration by the Penal Division in 
Washington will also be given to cases in 
which prosecution is declined by the De- 
partment of Justice and to requests from 
the department for further information. No 
conferences in Washington will be granted 
to the taxpayer or his representative under 
any circumstance; in the event a conference 
is deemed necessary, the Penal Division will 
return the case to the field.® 


Reasons for New Procedure 


Basic considerations underlying adoption 
of the revised procedure are set forth in 
the formal statement of the Secretary of 
the Treasury, Mr. John W. Snyder. Tax 
fraud prosecutions are of the “utmost impor- 
tance” in the administration of the revenue 
laws, Secretary Snyder states; they are 
important as necessary punishment of will- 
ful violators and as a deterrent to other 
taxpayers who might be tempted to cheat. 
Delay in trying tax evaders was recognized 
as detrimental to and inconsistent with a 
vigorous enforcement program.” 


According to the Secretary’s statement, 
a “tightening up” is contemplated in the 


* Hearings, pp. 77, 104, 130. 
8 Hearings, pp. 107-110, 131. 
® Hearings, pp. 77, 131. 

10 Hearings, p. 77. 

11 Hearings, pp. 77, 110-112. 
12 Hearings, pp. 129-130. 

13 Hearings, pp. 167-168. 





Penal Division practice with respect to 
holding field conferences; every effort will 
be made to avoid continued consultation 
where it would serve no useful purpose, 
The new procedure and conference policy 
will reduce the review period to approxi- 
mately 150 days, a saving of 140 days.” 


The elimination of the Washington re- 
view was intended to expedite the Bureau’s 
procedure, according to Mr. Richard C. 
Schwartz, assistant head of the Penal Divi- 
sion. Mr. Schwartz said that the revised 
procedure will not increase appreciably the 
volume of cases sent forward for prosecu- 
tion. Only a “very small percentage” of 
cases were rejected by the Penal Division 
in Washington, he stated; many of the 
rejections were necessary to maintain uni- 
formity in applying the health and volun- 
tary disclosure policies. Abandonment of 
these policies and the experience gained by 
the regional offices since 1945 were cited 
as additional reasons for eliminating the 
Washington review.” 


Justice Department Review 


Criminal cases referred to the Depart- 
ment of Justice by the Penal Division are 
assigned to an attorney in the Criminal 
Section of the Tax Division for considera- 
tion. Thereafter, a reviewer examines difficult 
matters and all cases in which recom- 
mendation against prosecution is made. 
The chief of the Criminal Section and the 
Assistant Attorney General in Charge of 
the Tax Division review every case referred 
to the department. In the event the recom- 
mendation for prosecution is approved, the 
case is referred to the appropriate United 
States Attorney for institution of criminal 
proceedings.” 


The conference policy in the department 
has been curtailed to eliminate long delays 
which threatened the continuation of review 
in the Tax Division. Only one conference, 
to be held with the attorney to whom the 
case is initially assigned, is now permitted. 
As a result of the new conference policy, 
the Tax Division expects to complete its 
review within 60 days from the date a 
recommendation for prosecution is received 
from the Penal Division.” 


14 Hearings, pp. 168-169, 194, 203. Mr. Ellis 
N. Slack stated that his predecessor, Mr. Theron 
L. Caudle, had a ‘‘very liberal’’ conference 
policy and that conferences were held at every 
stage of review in the department. The new 
conference policy will greatly expedite the 
—" procedure, he stated. (Hearings, pp. 168, 
194.) 
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The elimination of the Penal Division 
review in Washington was characterized 
as a step designed to eliminate “influence” 
from tax evasion cases. The Associated 
Press also reported that Treasury Depart- 
ment officials wanted to send criminal tax 
cases directly from its Penal Division field 
offices to United States Attorneys, eliminat- 
ing all high-level review in Washington.” 
(Prior to 1933, recommendations for prose- 
cution were referred directly to United 
States Attorneys by the Penal Division.”*) 


Justice Department officials assert that 
review in the Tax Division is needed to 
perfect cases and to protect taxpayers from 
unjustified prosecutions.” Testifying at the 
King Subcommittee hearings, Mr. Ellis N. 
Slack, Acting Assistant Attorney General 
in Charge of the Tax Division, insisted that 
consideration by the Tax Division is neces- 
sary to insure uniformity in prosecutions 
throughout the country. Mr. Slack main- 
tained that the Washington review minim- 
ized factors tending to destroy uniformity; 
local pressures and differences in attitudes 
towards prosecutions for tax evasion on the 


part of United States Attorneys were cited. . 


At least 11 other categories are considered 
by the Attorney General before reference 
to United States Attorneys for prosecu- 
tion, it was disclosed at the subcommittee 
hearings.” 


Tax practitioners, who have praised the 
department’s role in fraud cases, will ob- 
ject strenuously to the elimination of the 
Tax Division review.” Consideration of 
recommendations for prosecution in the 
Tax Division has added justification since 
the elimination of the Penal Division re- 
view in Washington. Unless the House 
Judiciary Subcommittee currently investigat- 
ing the Justice Department uncovers seri- 
ous irregularities, it is unlikely that the 
Tax Division review will be abolished. 


4% Milwaukee Journal, January 11, 1952, p. 1. 

* Hearings, p. 174. The recently released 
Annual Report of the Commissioner of Internal 
Revenue (1951) discloses (p. 72) that recom- 
mendations for prosecution were referred di- 
rectly to United States Attorneys by the 
Intelligence Unit in 88 cases during the fiscal 
year ended June 30, 1951. No explanation is set 
forth; special grand jury investigation may 
have been involved. 

% New York Times, special dispatch, January 
11, 1952. 

% Hearings, pp. 169-172, 193-194, 213. Cate- 
gories of caSes considered by the Attorney 
General are: ‘‘Civil rights offenses; economic 
controls; espionage; sabotage; sedition; treason; 
Fair Labor Standards Act cases; Federal In- 
denture Act offenses; Foreign Agents Registra- 
tion Act violations; Hatch Act; Corrupt 
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STANDARDS 
IN RECOMMENDING PROSECUTION 


The government’s success in prosecuting 
tax evaders has given rise to the popular 
belief, not shared by all lawyers with ex- 
perience in the field, that only open-and- 
shut cases are prosecuted. Such a policy, 
or even the impression that the policy 
exists, may encourage tax evasion. Con- 
gressman Byrnes, a member of the King 
Subcommittee, recognized this danger; po- 
tential evaders would, he reasoned, con- 
clude that there was little likelihood of 
criminal prosecution and that the only risk 
they might encounter would involve the 
civil liability.” 

Counsel for the subcommittee suggested 
that less caution be exercised in selecting 
cases for prosecution so that the general 
public will be reassured that “everybody 
must be made to answer in court.”™ An 
interesting observation by Justice Jackson, 
made while serving as Attorney General, 
was quoted at the hearings. Referring to 
the government’s success in prosecuting 
criminals, Justice Jackson said: 


-“T am rather sorry that our success has 
been so great because that indicates that 
we have been much too conservative in 
selecting the cases which we should be 
prosecuting; that there should be a fair 
percentage of acquittals because it is the 
judge and the jury that should determine 
whether a man is innocent, not the Depart- 
ment of Justice.” ™ 


Relevant statistics suggest that this obser- 
vation was applicable to prosecutions for 
tax evasion. During the five-year period 
ended June 30, 1951, only 24 per cent of 
the investigations conducted by the Intel- 
ligence Unit resulted in recommendations 
for prosecution. Of the cases referred to 
the Penal Division, only 63 per cent were 
transmitted to the Justice Department for 


Practices Act offenses; violations of military 
regulations as to military areas or zones; labor- 
management relations cases; Strikebreakers Act 
violations; and war frauds.’’ (Hearings, p. 
173.) 

1#For a cogent defense of the department’s 
role, see the statement of Mr. Albert E. Arent, 
former chairman, Committee on Procedure in 
Fraud Cases, Section of Taxation, American 
Bar Association. (Hearings, p. 241.) The Bu- 
reau’s role has been frequently criticized. See’ 
statement of Mr. Seymour S. Mintz, the present 
chairman of the fraud committee, setting forth 
recommendations of the ABA Section of Taxa- 
tion. (Hearings, p. 238.) 

70 Hearings, p. 117. 


1 Hearings, p. 122; see also, pp. 121, 128. 
2 Hearings, p. 122. 





prosecution. The department declined prose- 
cution in 20 per cent of the cases which 
were received from the Bureau, and con- 
victions were obtained in 96 per cent of 
the cases which reached the courts. Ap- 
proximately 90 per cent of the convictions 
resulted from pleas of guilty and nolo con- 
tendere. However, acquittals were won by 
over 25 per cent of the individuals who 
contested tax evasion indictments, a fact 
which has received little or no attention.™ 


Requisites for Prosecution 


Notwithstanding the record of the gov- 
ernment’s success and the fact that only 
a small percentage of the investigated cases 
are prosecuted, the standards apparently 
employed in the Penal Division and by the 
Tax Division do not appear unduly strict. 
The announced standards in selecting cases 
for prosecution clearly do not warrant the 
belief that only open-and-shut cases are 
prosecuted. 


Penal Division practice was disclosed at 
the King Subcommittee hearings. The 
Bureau will recommend criminal prosecu- 
tion where it is convinced that the tax- 
payer is guilty and that the evidence is 
such that conviction is “reasonably certain.” 
The subjective nature of the determination 
of guilt is disclosed by Mr. Schwartz’s 
testimony: 


“The policy has been—and I think properly 
so—that the prosecution should be insti- 
tuted where the authorities, having all the 


evidence before them, in their own hearts 
believe that the man is guilty, and from a 
professional standpoint believe that they 
have sufficient evidence to introduce in a 
court of law to show not only to the jury 
but to the public that the man is guilty.”™ 
(Italics supplied.) 


Although he stressed the deterrent effect 
of successful prosecutions, Mr. Schwartz 
denied that it was Bureau policy to prose- 
cute only cases that would result in a 


*>These statistics were cited at the King 
Subcommittee Hearings, pp. 114-115. The figure 
for rejections by the Justice Department seems 
low. The chief of the Criminal Section, Meyer 
Rothwacks, estimated that the department had 
rejected 40 per cent over the period from 
‘about 1943 to 1950. (Hearings, p. 204.) 


24 The cited percentage of convictions resulting 
from guilty and nolo pleas and the percentage 
of acquittals in contested cases were computed 
from information found in annual reports of 
the Commissioner of Internal Revenue. 

* Hearings, p. 121; see also, p. 117. 


* Hearings, pp. 116-117, 121-123, 128. 
354 


high percentage of convictions. A prima- 
facie case will go forward where no defense 
has been disclosed. If there is “any pre- 
ponderance of evidence,” prosecution will 
be recommended. Even though there is 
more than a prima-facie case, prosecution 
will not be recommended if the Penal Divi- 
sion is sure the taxpayer could not be 
convicted. It was explained that the Penal 
Division guards against prosecuting individ- 
uals who are “probably innocent.” * 


Justice Department standards do not in- 
dicate that certainty of conviction is a pre- 
requisite to prosecution. In an address 
given in May, 1950, the chief of the Criminal 
Section stated that indictments will be 
sought in tax evasion cases where there is 
“reasonable probability of a successful prose- 
cution.” * Unfortunately, nothing specific 
was disclosed at the King Subcommittee 
hearings regarding the standards applied 
by the Department of Justice. 


Factors Influencing Standards 


The standards controlling Penal Division 
determinations may vary from year to year “as 
your drives get under way,” Mr. Schwartz 
revealed, citing the recent drive on racketeers 
as an example. With respect to the process- 
ing of racketeer cases, the following com- 
ment was made: 


“In our recent drive on racketeers, I 
think it has become generally known 
that a case of a criminal racketeer is mov- 
ing forward on the basis of a prima facie 
case. In that case, if we put them in court, 
the jury knows what to do with them.” * 


Although the Department of Justice does 
not favor “too many prosecutions,” accord- 
ing to Mr. Slack,” it has been disclosed 
very recently that the department has 
forwarded 450 cases to United States At- 
torneys in the four and one-half months 
ended March 15, 1952.” An _ explanation 
for this development was given by J. Howard 
McGrath, then Attorney General, testify- 


27 TAXES, August, 1950, p. 761, at p. 768. The 
speaker, Turner L. Smith, also stated: ‘If a 
case is made out in the reports and exhibits 
which cannot be explained away, policy re- 
quires that prosecution be undertaken é 
(Italics supplied.) A former Assistant Attorney 
General in charge of the Tax Division, Samuel 
O. Clark, Jr., states that the department will 
prosecute where a ‘‘verdict of guilty is a likely 
prospect.’’ Tax Frauds—Civil and Criminal 
(Southwestern Institute on Federal Taxation, 
1950), p. 137, at p. 149. 

8 Hearings, p. 117; see also, p. 128. 

2? Hearings, pp. 203, 213. 

% New York Timzs, March 30, 1952, p. 60. 
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ing at a House Judiciary subcommittee 
hearing. Because of the current “investiga- 
tive atmosphere,” Tax Division attorneys 
have been “less objective” in determining 
whether or not prosecution should be un- 
dertaken, Mr. McGrath stated. “Fewer 
and fewer men,” he revealed, “are willing 
to take the responsibility for decisions on 
these matters, with the result that more 
cases are going to the grand juries.” ™ 


Lowering of standards due to the in- 
fluence of current investigations is fortu- 
nately a temporary circumstance. It is to 
be noted, however, that the Kin’ Subcom- 
mittee investigations are continuing with 
undiminished vigor and that a House Ju- 
diciary subcommittee has just begun an 
inquiry into the’ handling of tax evasion 
cases by the Justice Department. 


The burden of prosecuting the large num- 
ber of cases which are being referred to 
United States Attorneys will undoubtedly 
temper the trend towards lower standards. 
This burden will be even greater if the 
percentage of contested cases increases, as 
may be expected. Collateral factors, such 


as the publicity, anxieties and costs which . 


a trial entails, will be less persuasive in 
the future, particularly in borderline cases 
now being approved for prosecution. Above 
all, severe sentences now being imposed 
will discourage guilty and nolo pleas which 
were formerly entered in the usually justi- 
fied expectation of receiving probation or, 
at most, a light jail sentence.” 


STATUS OF HEALTH POLICY 


During recent years the so-called health 
policy has been an important factor in the 
processing of tax evasion cases in the 


3} As quoted by Associated Press, Milwaukee 
Journal, March 30, 1952, p. 23. The situation 
in the Penal Division may be comparable to that 
in the Tax Division. During December, 1951, 
the Penal Division forwarded 263 cases to the 
Justice Department for prosecution and closed 
only eight cases with recommendations against 
prosecution. (Internal Revenue Service. Month- 
ly Activity Report, January, 1952, App., p. 2.) 

*Mr. Slack testified at the King Subcom- 
mittee Hearings that convicted tax evaders in 
some districts receive only a ‘‘slap on the 
wrist.’”” (Hearings, p. 2.) Newspaper accounts 
indicate a trend toward severe sentences. A 
typical example is the three-year jail sentence, 
plus $10,000 fine, which Judge Patrick T. Stone 
imposed on a defendant who entered a plea of 
nolo contendere to one count of attempting 
to defeat and evade his wife’s taxes. (Milwaukee 
Journal, January 7, 1952, p. 1.) 

® Hearings, p. 202; see also, p. 133, where 
Mr. Adrian DeWind stated: ‘‘I would certainly 
agree that there seemed to be a very large 
Measure of disagreement and confusion concern- 
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Bureau of Internal Revenue and the De- 
partment of Justice. Criminal prosecutions 
were not instituted where, in the opinion 
of government physicians, standing trial 
would endanger the taxpayer’s life or sanity. 
An “atmosphere of considerable public 
suspicion” was created by the policy, the 
King Subcommittee’s chief counsel has 
stated.* A re-evaluation of the policy may 
have been prompted by disclosures at sub- 
committee hearings during the last week in 
November, 1951; whatever the cause, the 
Bureau announced on December 10, 1951, 
that it was abandoning its “long estab- 
lished” health: policy.* The policy is still 
in effect in the Department of Justice. 


Administrative History 


The background and history of the health 
policy cannot be satisfactorily described 
because very little information is available. 
Mr. Schwartz of the Penal Division, testify- 
ing at the subcommittee hearings, was un- 
able to relate the history of the policy or 
any of the reasons for its adoption. He 
could only state that it was in existence 
when he began work in the Penal Division 
in 1945.* Information concerning the policy’s 
history in the Department of Justice is also 
limited; department officials were not ques- 
tioned about it at the subcommittee hear- 
ings. However, at a district court hearing 
in September, 1951, Mr. Slack stated that 
the health policy had been in effect in tax 
cases approximately 15 years.” 


Prior to May, 1950, the health policy was 
not mentioned officially. Indeed, no public 
mention whatever was made concerning it 
by individuals who were in a position to 
speak authoritatively.” The first public 


ing the application of the health policy to some 
of the cases we discussed here in our hearing; 
for example, the Aaron-Freidus case. We got 
conflicting statements of that policy, both at 
the Bureau level and at the Department of 
Justice level, as applied to that case.”’ 


% Information Service Release, S-2910, De- 
cember 11, 1951. 

3% Hearings, p. 132. 

% Transcript of September 14, 1951 hearing 
(p. 27) on motion to dismiss, U. S. v. Michael 
Shapiro and Rae Shapiro, Docket No. 345 Crim. 
T., ED Wis. 

31 The policy was not mentioned in any of 
the following articles: Caudle, ‘‘How the De- 
partment of Justice Operates in Income Tax 
Fraud Cases,’’ 82 Journal of Accountancy 206 
(writing in 1949 as Assistant Attorney General 
in Charge of the Tax Division); Rothwacks, 
‘“‘Law and Procedure in Criminal Tax Prosecu- 
tions,’” TAxES, September, 1948, p. 797 (an 
article by the present chief of the Criminal 
Section of the Tax Division); Wallace, ‘‘Penal- 

(Footnote continued on following page) 
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announcement of the existence of a health 
policy in the Bureau and the Justice De- 
partment was apparently made in an ad- 
dress by Turner L. Smith, then chief of 
the Criminal Section of the Tax Division. 
In May, 1950, Mr. Smith stated: 


“If a case is made out in the reports and 
exhibits which cannot be explained away, 
policy requires that a prosecution be un- 
dertaken unless it appears that the individ- 
ual taxpayer’s life will be endangered by 
criminal prosecution because of some seri- 
ous mental or physical condition. The 
prosecutors in the Tax Division and the 
several United States Attorneys do not 
want to be responsible for the death of a 
taxpayer. The Bureau of Internal Revenue 
has a like policy.” ™ 


Bureau's Position 


Commissioner Dunlap strongly recom- 
mended abandonment of the health policy 
by the Bureau of Internal Revenue. His 
reasons are set forth in a press release 
as follows: 


“It is my conclusion that while the gen- 
eral theory of the policy may be sound, 
the Bureau of Internal Revenue is not a 
proper agency to take part in carrying it 
out. The Bureau gathers the evi- 
dence upon which criminal prosecutions are 
based. It is my conclusion that in gather- 
ing and transmitting this evidence to the 
prosecuting authorities, it should not be a 
function of the Bureau to consider a col- 
lateral matter such as health. Matters of 
this sort can more appropriately be taken 
into account within the procedures pro- 
vided by the judicial process.” ™® 


The administrative difficulties which the 
policy engendered were stressed by Secre- 
tary Snyder in a formal statement submitted 
to the King Subcommittee. Borderline 
cases, and instances where the physicians’ 
reports were not clear-cut, caused most of 
the difficulty. Doubts were resolved in the 


(Footnote 37 continued) 

ties and Prosecutions for Evasion of the Fed- 
eral Income Tax,’’ 1 Tax Law Review 329 
(written in 1946 by the former chief of the 
Criminal Section). 

% TAxES, August, 1950, p. 761, at p. 763. 

%* Information Service Release, S-2918, Decem- 
ber 11, 1951. 

# Hearings, p. 81. 

“ Hearings, pp. 132-137. 

@ Hearings, pp. 196-201. Rule 48 (a) of the 
Federal Rules of Criminal Procedure reads: 
“The Attorney General or the United States 
Attorney may by leave of court file a dismissal 
of an indictment, information or complaint and 


“It is my conclusion that while the gen- 
eral theory of the [health] policy may 
be sound, the Bureau of Internal Reve- 
nue is not a proper agency to take part 
in carrying it out."—John B. Dunlap, 
Commissioner of Internal Revenue. 


taxpayer’s favor so that laymen would not 
be required “to outguess the Government 
doctor.” Decisions reached in borderline 
cases indicated that the policy had evolved 
to the p@int where prosecution was not 
recommended if the doctor’s report showed 
only a risk to life or sanity. In addition, 
needless delays were occasioned in many 
cases by the fact that the policy was being 
raised “automatically.” “ 


The change in policy was characterized 
as “the Commissioner’s decision” by the 
Penal Division representative. Although 
he agreed with the Commissioner that the 
issue should be determined in the judicial 
process, Mr. Schwartz placed principal em- 
phasis on the difficulty of obtaining un- 
equivocal medical opinions.* 


Tax Division's Policy 


It is the department’s policy to recom- 
mend against prosecution if “indictment 
or trial” would “substantially endanger” 
life or sanity. If the health aspect develops 
after a case has been referred to the United 
States Attorney for prosecution, but before 
indictment, the Tax Division is notified 
and will determine whether or not the 
United States Attorney should seek an 
indictment. After indictment, the Attorney 
General will move to dismiss, according to 
Mr. Slack, if the taxpayer’s life would be 
endangered by a trial.® 


The department abides exclusively by 
the certificate of a Public Héalth Service 
doctor in making its determination. In 
appropriate cases, phychiatric reports on 


the prosecution shall thereupon terminate.” 
The Attorney General moved to dismiss because 
of its health policy in U. S. v. Alford, Docket 
No. 11307 Crim. T, MD Tenn. In an unre 
ported memorandum granting the motion, Judge 
Elmer D. Davies indicated that he had no 
alternative, notwithstanding Rule 48 (a). Judge 
Davies stated: ‘‘To construe this rule to hold 
that the Attorney General or the United States 
Attorney can not dismiss a case except by per- 
mission of the Court is contrary to the basic 
principles of the foundation of this Government 
and to the laws of the land for the reason that 
the Court thereby becomes the prosecutor... . 
It should be immaterial to the Court as to 
whether a case is prosecuted or _not.’’ 
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possible mental effects of trial are con- 
sidered. The government physician is 
asked whether standing trial would endanger 
the taxpayer’s life. The department has 
found that it is generally able to get a “yes” 
or “no” answer to the question.® 


The department’s health policy is based 
mainly on “humanitarian” grounds. Admin- 
istrative application of the policy by the 
department was justified as necessary to 
maintain uniformity in prosecutions. If the 
determination were left to the courts, uni- 
formity would not be possible and much 
time and money would be unnecessarily 
expended, Mr. Slack contended.“ 


The department’s health policy was criti- 
cized by Federal Judge Patrick T. Stone 
prior to the subcommittee hearings. Char- 
acterizing tax evasion as just as “heinous 
as larceny or robbery,” Judge Stone denied 
a defense motion to dismiss an indictment 
charging tax evasion, even though the 
Department of Justice stated that the gov- 


ernment did not oppose the motion because 
of its health policy.* 


Justification of the health policy and its 


place in the administrative process have. 


been questioned. Application of the policy 
operates to prevent indictment, allowing 
public suspicion to develop. For this rea- 
son, and because the status of the tax- 
payer’s health is collateral to the issue of 
guilt, it has been suggested that mainte- 
nance of public confidence requires that the 
health factor be considered exclusively by 
the courts, after indictment. Thus, the de- 
termination would be a matter of public 
record, precluding suspicion and restoring 
confidence in the administrative process.“ 


STATUS OF VOLUNTARY DISCLOSURES 


Following abandonment of the health 
policy, and shortly after the announcement 
of the revised Penal Division procedure, 
Secretary Snyder revealed that the Treas- 


*s Hearings, pp. 196-201. Although Mr. Slack 
Stated that the department’s policy was ‘‘prac- 
tically. the same’’ as that which the Bureau 
abandoned, it is to be noted that the department 
considers the effect of ‘‘indictment.’’ The 
Bureau apparently considered only the effect 
of ‘‘standing trial.’’ (Hearings, pp. 81, 131.) 
From approximately the middle of 1946 to April, 
1951, the department declined prosecution for 
health reasons in 46 instances. (Hearings, pp. 
205-208. ) 

“ Hearings, pp. 193, 201, 207-208. Congressman 
Kean, a subcommittee member, was very crifical 
of the policy because it let off people who should 
have been ‘‘tried and punished for their crimes.”’ 
(Hearings, p. 205; see also, pp. 199, 202.) 


Prosecutions for Tax Evasion 


ury ‘Department had abandoned its volun- 
tary disclosure policy.” Pursuant to this 
policy, prosecution was not recommended 
where tax evaders voluntarily disclosed 
their fraud prior to the initiation of an 
investigation by the Bureau of Internal 
Revenue. 


Although assurance of immunity from 
prosecution no longer exists, there is rea- 
son to believe that the voluntary disclosure 
policy has not been entirely discarded. In 
appropriate cases, tax practitioners will still 
consider it advisable to recommend a vol- 
untary disclosure. Moreover, concerted ef- 
forts will undoubtedly be made to have a 
policy which provides assurance of immu- 
nity reinstated by legislative or adminis- 
trative action. The effect of the “abandonment” 
and the desirability of reinstatement of the 
policy may be better appraised in the light 
of the history of the policy and the reasons 
for its abandonment. 


History of Policy 


The first authoritative history of the vol- 
untary disclosure policy is set forth in the 
King Subcommittee hearings. The policy 
was formulated in a confidential mimeo- 
graph issued to Bureau personnel on Sep- 
tember 8, 1919. The mimeograph provided 
that: “In cases in which fraud or intentional 
evasion is discovered through internal reve- 
nue officers, or is disclosed after the Bureau 
has initiated an investigation of tax liability, 
it will be the policy of the Bureau to 
impose the maximum civil penalties and 
institute criminal prosecution. . . 


“In cases in which voluntary disclosure 
is made of deficiencies through intentional 
evasions which if discovered by internal 
revenue officers would be made the basis 
of criminal prosecution, it will be the policy 
of the Bureau to impose the maximum civil 
penalties and to consider offers in compro- 


« U. 8. v. Michael Shapiro and Rae Shapiro, 
cited at footnote 36. Mr. Slack, who appeared 
on behalf of the United States, justified the 
department’s policy on the ground that Congress 
had indicated that tax evasion was in a different 
category than other crimes. He mentioned the 
authority of the Commissioner and the Attorney 


- General to compromise criminal tax cases (In- 


ternal Revenue Code Sec. 3761) and the fact 
that the Internal Revenue Code provides a 50 
per cent penalty for fraud. (Transcript, pp. 
27-29.) 

* Hearings, pp. 199-202, 208. The additional 
advantage of having the determination made at 
the time of trial was also mentioned. 

41Information Service Release, S-2930, Jan- 
uary 10, 1952. 
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mise of the criminal liability, instead of 
instituting prosecution and insisting on jail 
sentence.” “ 


As originally issued on August 22, 1919, 
the mimeograph provided that the Bureau 
would “accept” offers in compromise. The 
word “consider” was substituted for “ac- 
cept” in a revised draft. The mimeograph 
did not purport to justify adoption of the 
policy; it merely recited that numerous 
voluntary disclosures had been made by 
tax evaders in the hope of obtaining le- 
niency, and that further disclosures were 
expected as enforcement activities increased. 


Statutory compromise agreements“ with 
the taxpayer were utilized to consummate 
voluntary disclosures until 1934. On July 
2, 1934, Treasury Department policy with 
respect to voluntary disclosures was re- 
stated in another confidential mimeograph. 


“Where a violation of the internal reve- 
nue laws is deliberate and with intent to 
defraud, and is discovered through internal 
revenue officers, or is disclosed by the tax- 
payer after the Bureau has initiated an 
investigation, the criminal liability will in 
no case be compromised by the Treasury 
Department. Prosecution will be recom- 
mended or not, solely on the basis of 
whether the evidence is sufficient to afford 
reasonable grounds for the belief that a 
conviction can be secured. 


“In cases in which taxpayers make vol- 
untary disclosures of intentional evasions 
before investigation by the Bureau has been 
initiated, the Bureau will not recommend 
criminal prosecution, but will impose the 
maximum civil penalties unless there is 
substantial doubt as to collectibility.” ® 


Except for the fact that compromise 
agreements were no longer utilized, admin- 
istration of the policy was _ substantially 
unchanged. The policy was administered 
on a case-to-case basis without any public 
announcement from which a promise of 
immunity could be implied. 


The Treasury Department’s policy was 
made public on August 21, 1945, by Secre- 
tary of the Treasury Vinson, who extended 


* Com. Mim. 2239—Amended; Hearings, p. 141. 
* Pursuant to earlier statutes corresponding 
to Sec. 3761 of the Internal Revenue Code. 


% Com. Mim., Coll. No. 4201; Hearings, p. 
142. 


51 Groman, ‘‘Tax Frauds and Voluntary Dis- 
closures,’’ Proceedings of the University of 
Southern California School of Law 1948 Tax 
Institute, p. 383: Winer, ‘Voluntary Dis- 
closures and Related Federal Tax Fraud 
Matters,’’ Boston University Law Review, Jan- 


an open invitation to tax evaders to dis- 
close their fraud. Secretary Vinson an- 
nounced that prosecution would not be 
recommended where a disclosure was made 
before an investigation was under way. 
The subsequent history of the policy has 
been described frequently in tax literature, 
and need not be set forth here.” 


The public announcement of the policy 
was made in the expectation of obtaining 
revenue which would not be reached through 
ordinary investigative procedures, Secretary 
Snyder said in a prepared statement.” The 
Treasury Department’s general counsel, Mr. 
Thomas J. Lynch, elaborated on the rea- 
sons for the public announcement. The 
Bureau had been understaffed during the 
war years, Mr. Lynch revealed, when in- 
comes and tax rates were at unprecedented 
heights and the temptation to evade taxes 
was great. A vigorous drive on tax fraud 
was instituted at the conclusion of the war, 
but it was recognized that enforcement 
activities alone would uncover only a frac- 
tion of the taxes evaded. Because of the 
running of the statute of limitations on 
criminal prosecutions and the increasing 
difficulty in detecting fraud as time elapsed, 
the public invitation to tax evaders was 
deemed necessary to supplement enforce- 
ment activities.” 


Reasons for Abandonment 


The statement announcing the abandon- 
ment of the policy set forth the following 
reasons for the change: 


“Litigation in the courts in recent years 
has illustrated the controversial nature of 
the question as to what constitutes a true 
voluntary disclosure in fact. In the admin- 
istration of the policy it has been difficult 
and at times impossible to ascertain whether 
the disclosure was made because the tax- 
payer realized he was under investigation 
or whether the disclosure was in fact vol- 
untary and in reliance on the immunity 
held out by the policy. 


“The intensified enforcement activities of 
the Bureau’s Special Tax Fraud Drive and 


uary, 1946; Burns and Rachlin, ‘“‘Should We 
Penalize Voluntary Disclosures?’’ TAxEs, Jan- 
uary, 1950, p. 39; Wenchel, ‘‘Tax Frauds and 
Voluntary Disclosures,’’ TAxES, June, 1947, p. 
485. 

52 Hearings, p. 78. 

53 Hearings, p. 152. The Bureau has no statis- 
tics to show the revenue produced from volun- 
tary disclosures. Impressions that it produced 
substantial revenue were admittedly speculative, 
it was disclosed at the subcommittee hearings. 
(Hearings, p. 153.) 
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Racket Squads throughout the country are 
ferreting out the willful tax evaders, and 
resulting in recovery of the additional taxes 
and penalties due the government.” “ 


Secretary Snyder stressed the adminis- 
trative difficulties which the policy caused, 
but he did enumerate additional reasons 
for abandoning the policy. He indicated 
that belated contentions that a voluntary 
disclosure had been made frequently de- 
layed the ultimate decision with respect to 
prosecution. Although the voluntary dis- 
closure policy contemplated payment of 
the civil liability, the Bureau was often 
forced-to rely on statutory remedies for 
collection, it was disclosed. In many in- 
stances, the fruits of the evasion had dis- 
appeared or had been concealed prior to 
the disclosure. The decision to abandon the 
policy was also influenced by the belief that 
racketeers and other criminals should not 
be permitted to escape prosecution by mak- 
ing voluntary disclosures. Long-range en- 
forcement of the internal revenue laws 
would be best served, it was concluded 
without further explanation, if all “loop- 
holes” by which tax evaders could avoid 
criminal prosecution were closed.* 


Effect of Abandonment 


The abandonment of the voluntary dis- 
closure policy will not affect disclosures 


made prior to the announcement. Retro- 
active effect would infringe taxpayers’ con- 
stitutional rights, the Commissioner stated. 
In some instances, field offices had mis- 
interpreted the announcement and notified 
taxpayers that pending voluntary disclos- 
ures would not be honored. The Commis- 
sioner assured the subcommittee that all 
field offices had been notified that the 
change was not retroactive.” 


The formal announcement that the vol- 
untary disclosure policy will no longer be 
followed may amount only to a withdrawal 
of the open promise of immunity to tax 
evaders. Considerable support for this in- 
terpretation is found in Mr. Lynch’s testi- 
mony before the King Subcommittee. Mr. 
Lynch did not criticize the Bureau’s policy 
of not prosecuting where a true voluntary 
disclosure was made; he objected solely to 
the open promise of immunity which caused 
administrative difficulties and litigation. Mr. 
Lynch took pains, on two occasions during 
his testimony, to state that his remarks 

“Information Service Release, S-2930, Jan- 
uary 10, 1952. 


% Hearings, p. 78. 
% Hearings, p. 94. 
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No disclosure will be considered voluntary 
or timely, even though an investigation 
is not actually in progress, if the tax- 
payer had reason to anticipate an in- 
vestigation, the author points out. 


should not be interpreted as a restatement 
of a policy that would operate as an 
“inducement” to tax evaders.” 


There will always be an “incentive” to 
taxpayers to make voluntary disclosures, 
Commissioner Dunlap recognized. He 
stated, however, that the Bureau will not 
give any consideration whatever to the dis- 
closure in making its recommendation. The 
Department of Justice, the Commissioner 
believes, should determine whether or not 
to prosecute; the Bureau should merely 
report the facts to the department.” 


Mr. Lynch expressed a different opinion. 
The responsibility for determining the ef- 
fect of a voluntary disclosure must be 
assumed by the Bureau, he testified. The 
Bureau is not a “purely investigative agency,” 
but is responsible for the administration of 
the tax laws; one important question for 
administrative decision is whether a tax 
evasion case should be treated as appropriate 
for criminal penalties. Where a voluntary 
disclosure is made prior to the initiation 
of an investigation, the Bureau may not 
recommend prosecution, Mr. Lynch re- 
vealed. The decision will not rest solely 
on the possible effect of the disclosure. on 
the outcome of a prosecution.” 


The views expressed by the Commis- 
sioner and the general counsel are not 
necessarily irreconcilable. The Commis- 
sioner’s views will probably control at the 
level of the Intelligence Unit. The Penal 
Division will undoubtedly be guided by the 
general counsel’s position. Thus, a volun- 
tary disclosure would not influence the 
recommendation of the Intelligence Unit; 
but it may be given great weight, in appro- 
priate cases, in the Penal Division. 


In order to merit favorable consideration 
it will undoubtedly be necessary that the 
taxpayer make a full disclosure and pay the 
deficiencies and penalties. No disclosure 


-will be considered voluntary or timely, even 


though an investigation is not actually in 
progress, if the taxpayer had reason to 
anticipate an investigation. In racketeer 
5' Hearings, pp. 92, 164-165. 


+8 Hearings, pp. 89-91. 
%® Hearings, pp. 164-166. 





cases or wherever flagrant violations are 
involved, it is unlikely that voluntary dis- 
closures will influence the recommendation. 


Advisability of Reinstatement 


Tax practitioners never questioned the 
wisdom of the voluntary disclosure policy, 
although they complained frequently and 
forcefully about the Bureau’s administration 
of it. The voluntary disclosure policy pro- 
vided a convenient vehicle for the admin- 
istrative disposition of many fraud cases; 
withdrawal of the promise of immunity 
will be regretted particularly by those who 
will not represent taxpayers in danger of 
prosecution. 


Abandonment of the policy was a cas- 
ualty of the Bureau’s “lack of candor and 
explicitness” in defining what constituted a 
voluntary disclosure, according to an at- 
torney who testified at the subcommittee 
hearings. He urged the Bureau to “grapple 
with its difficult problems and not to run 
from them.”” Another witness contended 
that the policy had never been given a 
fair trial; a “soundly outlined” voluntary 
disclosure policy is a proper part of our 
administrative tax system, he asserted, pro- 
vided it is coupled with a sound and vigor- 
ous system of enforcement.” 


In 1949, the American Bar Association’s 
Taxation Section strongly urged the Treas- 
ury Department to restate its position pub- 
licly and to delineate the precise events 


which initiate an investigation.“ Various 
suggestions were made to the department; 
it was urged that taxpayers be permitted to 
make voluntary disclosures until they had 
actual knowledge that they were being in- 
vestigated for fraud or until they knew 
that their returns were being investigated. 
The Bureau considered these proposals, but 
found them objectionable because they would 
have required the mailing of notice to estab- 
lish knowledge on the part of the taxpayer. 
It was believed that honest taxpayers would 
resent the notice and might refuse access 
to books and records. In the case of 
racketeers and other law breakers, early 
notice would lead to destruction of records, 
intimidation of witnesses, and concealment 
of facts which might otherwise be ob- 
tained.™ 

© Hearings, 
Arent. 


*t Hearings, p. 232, testimony of Seymour S. 
Mintz. 


® Report of Section of Taxation, 1949 Pro- 
gram and Committee Reports, p. 116. 


* Hearings, p. 78. 
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p. 243, statement of Albert E. 


The administrative difficulties stressed by 
the Bureau probably could be solved. An 
apparently feasible proposal for determining 
whether an investigation has been initiated, 
not requiring the written notice which the 
Bureau considered objectionable, was sug- 
gested at the subcommittee hearings. A list 
disclosing taxpayers under investigation would 
be prepared and entrusted to an independ- 
ent office or agency. Taxpayers and their 
counsel would have access to this list, pro- 
vided a sealed disclosure were filed imme- 
diately if the taxpayer’s name were not on 
the list. 


Inherent weaknesses, however, exist in a 
voluntary disclosure policy which openly 
offers immunity from prosecution. These 
infirmities are more serious than the admin- 
istrative difficulties which the Bureau stressed 
in abandoning the policy. One basic diffi- 
culty, mentioned by both the Commissioner 
and the general counsel, is the apparent 
impossibility of defining a true voluntary 
disclosure in precise terms.” Even if a 
satisfactory definition could be formulated, 
an open offer of immunity to evaders is not 
consonant with present attitudes concerning 
the role of criminal sanctions in the tax 
system. 


The Bureau’s experience with its volun- 
tary disclosure policy since 1945 demon- 
strates the necessity of formulating a defi- 
nite and objective test, consistent with the 
purposes of the policy. Most voluntary 
disclosures, the Bureau found, were induced 
by the realization that an investigation was 
close at hand; they were not truly volun- 
tary. A large percentage of the fraud cases 
uncovered by the Intelligence Unit grows 
out of other investigations. Thus, tax evad- 
ers are frequently forewarned of an immi- 
nent investigation by information that their 
customers or suppliers are being examined. 
Similarly, it is difficult to conceal that a 
particular class of taxpayers is slated for 
investigation. The voluntary disclosure pol- 
icy was intended to produce revenue from 
sources that would not otherwise be reached. 
In actual operation, the policy served prin- 
cipally as a means by which the alert tax 
evader could avoid prosecution even though 
his fraud would have been uncovered through 
normal investigative procedures. Such a 


*4 Hearings, p. 233. The suggestion was made 
by Seymour S. Mintz, chairman, Committee on 
Procedure in Fraud Cases, Section of Taxation, 
American Bar Association; the suggestion was 
not on behalf of the Section of Taxation. See 
also, on this point, the testimony of Albert E. 
Arent, Hearings, pp. 234-235. 

* Hearings, pp. 93, 158-159. 
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result was indefensible. in the opinion of 
General Counsel Lynch.* 


A policy which openly affords immunity 
is indicative of special consideration for tax 
evaders and serves to distinguish tax eva- 
sion from other crimes. For these reasons, 
the voluntary disclosure policy is incon- 
sistent with the role criminal sanctions are 
expected to fulfill in the tax system. The 
inherent difficulty in a policy which offers 
immunity to tax evaders who repent in 
time was stressed by only one Treasury 
representative at the King Subcommittee 
hearings. Richard C. Schwartz, assistant 
head of the Penal Division, testified that 
protection of the “integrity of the tax laws” 
necessitated abandonment of the voluntary 
disclosure policy. It is essential, he stated, 
that salaried employees and wage earners, 
whose taxes are collected at the source, 
know that there will be vigorous enforce- 
ment in the areas of self-assessment where 
cheating is possible, and that they be re- 
assured that individuals who evade taxes 
will not be given the opportunity of “pick- 
ing up a rain check” to avoid prosecution.” 


Members of the King Subcommittee were 


critical of the abandonment of the volun-.- 


tary disclosure policy; they evidenced little 
sympathy for the administrative difficulties 
which Treasury Department officials stressed.* 


It is the writer’s belief that a policy which 
invites tax evaders to disclose their fraud 
is inconsistent with the present emphasis 
on deterrence of tax evaders. The depart- 


ment should have stressed the inherent 


weaknesses rather than the administrative 
difficulties. 


CONCLUSION 


Formerly, Treasury Department policies 
in fraud cases were directed at collection 
of evaded taxes. Utmost consideration for 
suspected tax evaders characterized the 
administrative process in the Bureau of 
Internal Revenue and the Department of 
Justice. The health and voluntary disclos- 
ure policies undoubtedly had their origins 
in the belief that tax evasion was distin- 
guishable from other crimes and that the 
policies were consistent with collection of 
the revenues. The Treasury Department’s 
abandonment of these policies reflects a re- 
evaluation of the role which the criminal 
provisions of the Internal Revenue Code 
are expected to fulfill. Today, the objective 
of enforcement activities is to deter evasion; 
criminal prosecution is no longer a remote 
or unlikely prospect for the tax evader. 


Tax practitioners, formerly confident of 
their ability to dispose of fraud cases admin- 
istratively, should critically examine their 
techniques. Proper representation of tax- 
payers under fraud investigation requires 
a re-evaluation of the reliance to be placed 
on constitutional rights and of the need to 
preserve and protect the taxpayer’s defenses. 
Tax lawyers will be required to familiarize 
themselves with criminal law and procedure 
and with the techniques of litigation. 


[The End] 





TV BROADCASTER GETS BRONX CHEER FROM COURT 


The sending of television signals is no 
more a complete manufacturing opera- 
tion than the throwing of a baseball by 
a pitcher is a complete baseball game, 
according to the Kentucky Court of Ap- 
peals. 

A television broadcaster trying to 
evade a city property tax on his trans- 
mitter contended it was machinery used 
in manufacture. The court said not so, 
that broadcast signals were not a finished 
product, and likened a television station 
to a baseball pitcher. 





% Hearings, p. 158. 

* Hearings, p. 157. Due to the broad tax 
base, the number of taxpayers subject to with- 
holding far exceeds the number in the self- 
assessment areas. During the fiscal year ended 
June 30, 1951, $14,500 million out of $37,700 
million (approximate figures) income taxes were 
collected by withholding. (Treasury Bulletin, 
February, 1952, p. 2.) 
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“The pitcher throws the ball toward a 
player; the ball is either fouled, struck, 
muffed or caught by a player. It must 
make a suitable connection with a player 
to constitute a play. A pitcher without 
other players to receive the ball would 
not constitute a game. So it is with tele- 
vision broadcasting; in fact, with all 
radio broadcasting. The game is not 
complete without a receiving set or sets 
in the possession of the  public.”— 
WAVE, Inc. v. City of Lowmsville. Ken- 
tucky Court of Appeals. February 19, 1952. 


*§ Congressmen Keogh, Curtis and Byrnes 
were critical of the Bureau’s abandonment of 
the policy. (Hearings, pp. 92, 94, 97.) Con- 
gressman Byrnes commented that the Bureau 
had taken a ‘‘backward”’ step. He believed that 
the Bureau should have attempted a definition 
of the policy. (Hearings, p. 217.) Justice De- 
partment officials indicated that they favor the 
policy. (Hearings, pp. 210, 217.) 
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By ALBERT MANNHEIMER and JOEL IRVING FRIEDMAN 


Income Tax Aspects 


of 


HIS ARTICLE contains discussions of 

six trust arrangements, special attention 
being given to their income tax conse- 
quences. First, however, let us consider 
the three types of clients whose reactions 
will be encountered. 


The patient never tells his surgeon how 
long to make the incision, but the client 
often tells his lawyer how long to make the 
will. The first type of client knows that 
what he needs is a “short” will. To be sure, 
wills should not waste words, but they 
should not waste useful ideas either.” 


Then there is the well-to-do client who 
needs a trust because it is one of the most 
effective means of minimizing both estate 
and income taxes. He may oppose the use 
of trusts simply because they make the will 
long, or because he clings to the antiquated 
notion that trusts must necessarily be in- 
flexible,? or because he regards them as 
expensive, which then becomes precisely the 
word to describe the consequences of his 
thinking on the subject. He wants his dollar 
to go a long way, and often an unneces- 
sarily large part of it will—all the way to 
Washington. 

Finally, there is the more informed client 
who knows about using trusts for the pur- 
pose, among others, of saving estate taxes 
but who nevertheless proceeds as if Con- 
gress, out of respect for the departed, will 
excuse his family from paying income taxes 
on the income from the property it will 
inherit from him. Usually this client will 


Various WILL andjTR 


readily perceive, when it is pointed out to 
him, that income tax planning in connec- 
tion with a will may be at least as important 
as estate tax planning—since income taxes 
(but not yet like) Christmas, come once 
a year.* 


TRUSTS PROVIDING INCOME TO 
PERSONS IN LOW BRACKETS 


Once upon a time in the Frank case, 
there were two trustees who were given 
broad discretionary powers. They had dis- 
cretion to distribute either income or prin- 
cipal to the settlor’s wife (among others) 
or to charitable institutions. The trustees 
could have given principal to the wife, and 
on this there would have been no income 
tax. They could also have given income to 
the charities on which, likewise, there would 
have been no income tax. This story doesn’t 
end happily because the trustees reversed 
the process. They gave principal to a char- 
ity and income to the wife, thereby sub- 
jecting her unnecessarily to substantial 
income taxes. 


Men of means during their lives, con- 
scious of their own high income taxes, not 
infrequently make gifts to their children or 
form family partnerships in an effort to 
keep themselves out of high brackets.” Yet, 
when they come to make their wills, they 
almost invariably ignore the fact that after 
they are gone, their children will find them- 
selves in high brackets and in no position, 


This lecture and the following one (Jay O. Kramer’s paper 
on war losses, at page 376) were presented at the New York 


University Decennial Institute on Federal Taxation. 


They 


are reprinted by permission of the University and Matthew 
Bender & Company, publishers of the Institute Proceedings 
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MR. MANNHEIMER AND MR. FRIEDMAN, WELL-KNOWN 


TAX WRITERS, ARE MEMBERS OF THE LAW FIRM OF 


therefore, to derive much benefit from addi- 
tional income.® 

Now, assume the case of a testator who 
intends to make a conventional will, putting 
his estate in trust for his son, but who wants 
to help some person in low-income tax 
brackets live out his life free from want, 
for example, a poor relative. More often 
than not, the poor relative will be given a 


1 Particular attention will be paid to testa- 
mentary trusts, but the discussion, so far as 
income taxes are concerned, will, as a general 
rule, hold good as to irrevocable inter-vivos 
trusts a8 well. 


? Leach, ‘‘Powers of Appointment,’’ 24 A. B. A. 
Journal 807 (1938) (reprinted in Shattuck, 
Estate Planners Handbook, pp. 361, 363 (1948)) 
states: ‘‘Nobody doubts the proposition that a 
thought is best expressed in the fewest words. 
But it is too often true that conciseness of 
expression is a cloak for incompleteness of 
thought.’* 


’But see, Fingar and Bookstaver, New York 
Wills, Sec. 147 (1949); Trachtman, ‘‘Use of 
Principal for Life Beneficiaries,’’ 83 Trusts and 
Estates 444 (1946). 


*Blumberg, ‘‘Popular Estate Delusions,’’ 90 
Trusts and Estates 368, 369 (1951) says: ‘‘In 
too many estate plans, proper attention has not 
been given to the fact that certain devices for 
the saving of annual income taxes may be of 
much greater importance than the single estate 
tax saving.”’ 


There is an astonishing disparity between 
how much has been written in connection with 
estate planning and how little in connection 
with testamentary income tax planning. For 
two valuable articles dealing generally with 
the latter, see: Kennedy, ‘‘Some Tax Aspects of 
Trusts in Connection with Estate Planning,’’ 5 
Miami Law Quarterly 351 (1951); Friedman, 
“Planning for the Income of an Estate and its 
Assets,’’ Proceedings of New York University 
Sixth Annual Institute on Federal Taxation 
(1948), p. 63. 
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lump-sum bequest. However, to provide for 
him in this way, is, to a degree, to do what 
the trustees in the Frank case did. It would 
be ‘better, taxwise and otherwise, to provide 
for the poor relative by giving him a small 


‘part of the income from the trust to be 


created primarily for the benefit of the son.’ 
That part of the income which would be 
taxed at high rates if distributed to the son 





8W. K. Frank Trust of 1931 v. Commissioner, 
44-2 uTsc ff 9498, 145 F. (2d) 411 (CCA-3), aff’g 
CCH Dec. 13,635(M), 2 TCM 1107 (1944). In- 
cidentally, the trust deed involved is an ex- 
ample of a sprinkling trust which is discussed 
below. The case also involved taxes for 1939. 
Code Sec. 162 (d) (1) (added by the Revenue 
Act of 1942) might require apportionment of 
the income. 


* Inherited principal is not subject to income 
taxes (Code Sec. 22 (b) (3)). 

7™An irrevocable inter-vivos trust created by 
the father for the benefit of the poor relative 
would serve to remove income from the father’s 
high income tax brackets. In many cases the 
income tax saving in the first few years would 
offset any gift tax. 


®There are other situations involving the 
problems which this section of the article 
treats, for example, naming a person in the 
higher tax brackets as executor of a_ will. 
Thought should be given to directing that he 
serve without compensation but providing for 
him by an unconditional bequest. Compare 
Polisher, Estate Planning and Estate Tax Sav- 
ing, Vol. 2, p. 510 (1948). 


® The will should contain some provision for 
the poor relative if, contrary to expectation, he 
survives the lives which measure the trust. This 
can be done by directing that a portion of the 
trust corpus be used to purchase an annuity 
for him or by falling back at that time on a 
lump-sum payment out of corpus. 













would be taxed at low rates if distributed 
to the poor relative. The poor relative 
stands in a position akin to that of the 
charity in the Frank case—not tax exempt 
but at least in low brackets. If the poor 
relative is thus provided for out of income, 
the principal which he would otherwise 
receive can be conserved for the son and his 
children or, if need be, invaded for their 
benefit.” 


Furthermore, and from his own viewpoint, 
the poor relative might be better off if given 
some income annually instead of a lump 

_sum. There is no way of foretelling how 
long he will live, how much he will need or, 
in some instances, how wisely he would 
handle a lump sum if one were left to him. 


TRUSTS PROVIDING GIFTS OF INCOME 
TO CHARITIES 


The typical man of means who, during 
his lifetime, makes substantial charitable con- 
tributions takes pains to make them in such 
a way as to entitle himself to the benefit 
of the income tax deduction for the full 
amount he gives. Nevertheless, when he 
comes to making his will, he usually pro- 
- ceeds as if there were no way for his family 
to derive any income tax benefit from the 
amounts he will leave to charities. Gen- 
erally, he provides for charities by leaving 
them lump sums outright—thereby giving 
the charities principal instead of income and 






% Tweed and Parsons, Lifetime and Testa- 
mentary Estate Planning, p. 56 (1949), have this 
warning: ‘‘care should be taken that not so 
much is given away in the form of general 
legacies that if the testator’s estate should 
depreciate considerably there would not be 
the desired amount left for the widow and 
children.’’ To same effect, see Polisher, work 
cited, footnote 5, at p. 556. Income gifts avoid 
this possibility but create another, namely, 
that in the event of a financial depression, the 
poor relative may receive a disproporticnately 
large part of the income. However, the income 
gift could take the form of a fixed amount but 
limited to a given percentage of the annual net 
income. 

11Code Sec. 162 (a). Kennedy, Federal In- 
come Taxation of Trusts and Estates, Sec. 307 
(1948). 

12 The will could provide that the aggregate 
payments should not exceed a designated maxi- 
mum nor be less than a designated minimum. 

13The charitable deduction for estate tax 
purposes would not be lost. If a trust is 
created for both charitable and private purposes, 
the deduction may be taken for the actuarial 
value, if ascertainable, of the provision made 
for charitable purposes. (Regs. 105, See. 81.44.) 

14 Montgomery, Federal Taxes, Estates, Trusts 
and Gifts, pp. 747 and following (1950-1951), 
and cases there cited. But if the amounts in- 


thus following in the footsteps of the trus- 
tees in the Frank case. In doing so he 
ignores the fact that trusts are allowed, as 
an income tax deduction, any part of the 
income, without any limitation, used for any 
charitable purpose, provided it is so used 
“pursuant to the terms of the will.” ™ 


Let us suppose, however, that instead of 
leaving a lump-sum legacy of $25,000 to a 
charity, he were to direct that the charity 
receive $1,000 annually out of the income 
of a testamentary trust to be created for 
his son.” The $1,000, if added to the son’s 
other income, would be taxed heavily, where- 
as it would reach the charity tax free. On 
the other hand, the $25,000 of principal 
which would otherwise go to the charity 
would be conserved for the son.* What is 
more, the trust corpus, enhanced by the 
$25,000, could be made subject to invasion 
for the son’s benefit. Nor would the pro- 
vision for invasion result in loss of the 
charitable deduction for estate tax purposes, 
provided there was little likelihood that the 
annual income of the trust would ever fall 
below $1,000." 


Providing for a charity out of the trust 
income will not fit the case of a testator 
who, having some specific charitable object 
in mind, wants a particular charity to re- 
ceive a lump sum soon after his death. But, 
as a rule, a direction that charities be paid 
out of income will fulfill the testator’s chari- 
table aims.” 


volved are substantial, one should consider 
creating a separate trust and directing that 
all the income thereof be paid to charities for a 
designated period, the remainder to go to the 
family. Such a separate trust, in addition to 
removing any possible problem in connection 
with invading principal, would serve to keep the 
other trusts strictly family affairs. As to the 
family trusts, outsiders would then have -no 
interest or voice in such matters as investment 
Policy, moving the corpus to another state or 
country, the propriety of the trustee’s deter- 
mination as to what is income, what is principal 
(cf. Colt v. Dugan, 38-2 ustc J 9501, 25 F. Supp. 
268 (DC N. Y.)) or how expenses should be 
charged. It would also prevent diluting the 
benefit to be derived from tax-exempt securi- 
ties held by the family trusts. (Cf. Grey v. 
Commissioner, 41-1 ustc { 9274, 118 F. (2d) 153 
(CCA-7), aff’g CCH Dec. 10,985, 41 BTA 234 
(1940).) 

Tf the charitable gift is in the form of an 
outright bequest, the charitable deduction for 
estate tax purposes, with a few relatively un- 
used exceptions, is limited to bequests to 
qualified charitable corporations. However, if 
the charitable gift is to a trustee, a wider 
choice of beneficiaries. becomes permissible 
(Estate of Agnes C. Robinson, CCH Dec. 12,880, 
1 TC 19 (1942) (sustaining a charitable deduc- 
tion for a gift in trust for persons in need, 
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Family Empowered 
to Select Charities 


Certain consequences of naming the testa- 
tor’s wife and children trustees of the trust, 
with power to select the charities, merit 
mention. Many of the “social obligations” 
which they would be called upon to meet 
by way of charitable contributions can be 
met through the trust, since they can if 
they wish “distribute the income among 
charities to which they would otherwise 
contribute from their own funds.” More- 
over, if the testator had a pet charity, the 
wife and children can exert pressure to cause 
it to continue its endeavors along the lines 
he anticipated. 


SPRINKLING TRUSTS 


The discussion of sprinkling trusts in this 
article, apart from a definition and outline 
of their advantages, will be confined to re- 
cent tax developments.” 


Definition and Advantages 


A sprinkling trust is one under which 
the trustee has discretionary power to select, 
from among a designated class of bene- 
ficiaries, those who from time to time shall 
receive the income. “Freely to sprinkle the 


income about among any beneficiaries he 
may select (as if he were playing a hose)” 
were the words used by a court to describe 
this type of discretionary trust. Hence, the 
name “sprinkling.” * 


(Footnote 15 continued) 
preferably relatives or friends of the decedent 
falling within that class)). For other similar 
cases, see Montgomery, work cited, footnote 14, 
at p. 740. 

% Kennedy, work cited, footnote 11, at p. 346. 

1 For general discussions, see: Mannheimer, 
“Sprinkling—A Valuable Technique for Wills,’’ 
86 Trusts and Estates 451 (1948); New York Law 
Journal, pp. 2050, 2070 (June 2 and 3, 1948); 
Joseph, ‘‘Discretionary Trusts,’’ 90 Trusts and 
Estates 360, 476 (1951). 

8 Commissioner V. Buck, 41-2 ustc {| 9520, 120 
F, (2d) 775, 777 (CCA-2). 

® Moreover, it carries with it the potentiality 
of two additional advantages which may, on 
occasion, prove useful, namely, protecting funds 
against government blocking or vesting in time 
of war and removing them from the operation 
of foreign currency laws. Joseph, work cited, 
footnote 17, pp. 399 and following. 


Still another advantage of sprinkling trusts - 


is the ease with which they can be combined 
with other trust forms, such as accumulation 
trusts (Ruth W. Oppenheimer, CCH Dec. 18,147, 
16 TC 515 (1951)), trusts of a residence (Lord 
Tollemache v. Commissioners of Inland Revenue, 
XI Rpts. of Tax Cases 277 (1926)), and trusts 
of insurance on relatives’ lives (Simonds v. 
Hassett, 45-1 ustc 9149, 58 F. Supp. 911 (DC 
Mass.)), and also with trusts empowering the 


Will and Trust Arrangements 


A sprinkling trust has three main ad- 
vantages: 


(1) It is a means of attaining flexibility— 
of insuring that the trust income will reach 
those members of the testator’s family who 
from time to time need it most. 


(2) It can be used to safeguard the trust 
income against the beneficiaries’ creditors. 


(3) It can prove an effective means of 
reducing the family income taxes.” It can 
have the same income tax effect as would 
result from the creating of a number of 
separate trusts but without the sacrificing 
of flexibility. 

Contrasting two situations will show how 
the use of sprinkling may result in the 
reducing of income taxes. Let us assume 
that a testator dies leaving a widow and 
three infant children and an estate sufficient 
to yield an annual income of $24,000. Let 
us assume, also, that the widow will have 
outside income of $8,000 a year. 

If the husband’s will directs that all the 
income be paid to the widow, the federal 
income: taxes attributable to the $24,000 
would amount to approximately $10,650.” 

If, however, the husband’s will provides 


fora sprinkling trust, under which the trus- 


tee, in his discretion, distributes the $24,000 
in equal shares among the widow and three 
infants, there will be four taxpayers, each 
reporting income of $6,000 from the trust. 
Aggregate federal income taxes attributable 
to the $24,000 would then be approximately 
$5,950, representing a saving of about $4,700 
a year or about 44 per cent. 


invasion of principal (W. K. Frank Trust of 1931 
v. Commissioner, cited at footnote 6). 


A drawback in connection with creating an 
tmter-vivos sprinkling trust is the loss of gift 
tax exclusions. This loss is attributable to the 
fact that it is impossible to determine how 
the trustee will allocate the income among the 
beneficiaries and consequently impossible to 
calculate the value of any particular beneficiary’s 
interest. (Helvering v. Blair, 41-2 ustc { 10,080, 
121 F. (2d) 945 (CCA-2).) But in a non- 
sprinkling trust the exclusions would be lost in 
any event if the trustee were given the power 
to invade principal. Even in cases concerning 
nonsprinkling trusts involving only one bene- 
ficiary, there are instances where it has been 
held that the exclusion would be lost if the 
trustee had the power to invade principal for 
that beneficiary. (Montgomery, work cited, 
footnote 14, at p. 1031 and cases there cited; 
Sylvia H. Hvans, CCH Dec. 18,461, 17 TC 206 
(1951).) 


2 Computations have been made under the 
rates prescribed by the Revenue Act of 1951 
for taxable years beginning after October, 1951, 
and ending before 1954. Effect has been given 
to the tax rates for the head of a household, 
the standard deduction and exemptions for 
dependents when allowable. State income taxes 
have been disregarded. 
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Trustee Who Is Also Member 
of Class of Beneficiaries 


Income Tax Aspects.—Until recently it 
was believed that if the trustee were him- 
self a member of the class of beneficiaries— 
meaning that he could select himself to re- 
ceive some or all of the income—the trustee 
beneficiary would be deemed to have such 
“unfettered command” ™ over the income as 
to warrant taxing it all to him, even though 
he, in fact, selected other members of the 
class to receive it. This belief, coupled with 
the fact that many testators are reluctant to 
confer the power to sprinkle on any one 
except those whom they would include as 
members of the class of beneficiaries, prob- 
ably explains why sprinkling trusts have 
not heretofore been used more often. 


There have, however, been four recent 
cases where the court refused to apply the 
doctrine of unfettered command, though a 
member of the class of beneficiaries held 
the power to sprinkle the income.” In each 
of these cases the court based its conclusion 
on the ground that there was some restric- 
tion on the sprinkling power. 


Thus, in the Funk case the wife-trustee 
was empowered to allocate income to her- 
self or her husband in accordance with their 
respective “needs,” of which she was the 
sole judge, and to accumulate the balance 
of the income, if any, for others. In the 
Oppenheimer case the daughter-trustee was 
authorized to sprinkle the income among 
herself, her lineal descendants or ancestors 
in such proportions as she determined in 
her absolute and uncontrolled discretion. All 
there was by way of standard was an intro- 
ductory recital to the effect that the trust 
Was created because the donor desired to 
provide proper maintenance and support for 
the beneficiaries. 


The doctrine takes its name from the 
phrase which was first used in Corliss v. 
Bowers, 2 ustc f 525, 281 U. S. 376, 378 (1930). 

2 Pleanor M. Funk v. Commissioner, 50-2 ustc 
7 9507, 185 F. (2d) 127 (CA-3), rev’g CCH Dec. 
17,490, 14 TC 198 (1950); Ruth W. Oppenheimer, 
cited at footnote 19; Leon Falk, Jr., CCH Dec. 
17,780, 15 TC 49 (1950) (last paragraph), aff'd 
51-1 ustc {| 9337 (CA-3); Agnes K. May, CCH 
Dec. 15,728, 8 TC 860 (1947). 

To the same effect as the May case, Irene 
O’D. Ferrer, CCH Dec., 6318, 20 BTA 811 (1930) ; 
cf. Allen v. Nunnally, 50-1 ustc { 9207, 180 F. 
(2d) 318 (CA-5); Virginia White, CCH Dec. 
14,846, 5 TC 1082 (1945); Hva V. Townsend, 
CCH Dec. 14,908, 5 TC 1380 (1945); Sidney R. 
Newman, CCH Dec. 14,711, 5 TC 603 (1945); but 
cf. Stix, CCH Dec. 14,492, 4 TC 1140 (1945), 
aff'd 46-1 ustc 9119, 152 F. (2d) 562 (CCA-2); 
Spies v. U. S., 49-2 ustc { 9383, 84 F. Supp. 
769 (DC Ia.), aff'd 50-1 ustc J 9202, 180 F. (2d) 
336 (CA-8); Franklin Flato, CCH Dec. 17,706, 


In both the Funk and Oppenheimer cases 
the documents creating the trusts contained 
at least some expressions which could be 
regarded as imposing a standard. Not so 
in the Falk case. In that case the trust pro- 
vided, in effect, that any income that the 
donor’s son did not allocate to his sister or 
charities was to become his own. The son 
was not named as trustee, but the trust 
agreement gave him the power to allocate 
the income. He allocated a part to his sister. 
In lieu of an express standard, the courts 
accepted the son’s oral testimony that the 
father’s purpose was to make the sister’s 
support and welfare a first charge against 
the trust fund. (See the last paragraph of 
the Tax Court decision). 


In the May case the settlor’s daughter 
was named the trustee and given the income 
for herself and for the education of her 
children. The trust made her the “sole 
judge” of the amount she would use for the 
children’s education. 


In each of these cases, the court based its 
conclusion on the ground that there was 
some restriction on the sprinkling power. 
One of the cases called the restriction on 
the sprinkling power “circumscription,” ™ but 
from a reading of all four cases it appears 
that the circumscription was so nebulous 
that it might perhaps have been called “cir- 
cumvention.” Nevertheless, in view of these 
cases, it can no longer be said to be inad- 
visable—at least taxwise—to appoint one of 
the potential beneficiaries as a trustee em- 
powered to sprinkle, provided some stand- 
ard for the exercise of the sprinkling power 
is carefully spelled out in the will.* Even 
then it must be borne in mind that the cases 
we are discussing are in an area of the law 
which has always been veiled in uncer- 
tainty.* It would seem highly desirable, 


14 TC 1241 (1950), on appeal before Fifth 
Circuit. . 

*The court of appeals opinion in the Falk 
case (cited at footnote 22). 

* The Clifford regulations, Regs. 111, Sec. 
29.22(a)-21(d)(4)(aa) refer to ‘‘a reasonable, 
definite, external standard’’ consisting of ‘‘needs 
and circumstances of the beneficiaries.’’ The 
Powers of Appointment Act of 1951 (discussed 
later), in Secs. 811(f)(3)(A) and 1000(c)(3)(A), 
refer to a power ‘‘which is limited by an 
ascertainable standard relating to the health, 
education, support or maintenance of the de- 
cedent. . . .’’ Whether or not there is any 
distinction between these two standards, it 
would seem that either of them should satisfy 
the ‘‘circumscription’’ required by the Falk 
case. 

23 Kennedy, work cited, footnote 11, at p. 122, 
characterized the outcome of the cases in this 
area as ‘‘utterly impossible to forecast by any 
process normally known as rational.”’ 
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therefore, if a member of the class of bene- 
ficiaries is to be appointed trustee with 
power to sprinkle to himself, to guard against 
a change in the case law by leaving open 
some avenue of escape. Thus, the will could 
enable the trustee-beneficiary to surrender 
his sprinkling power while at the same time 
continuing to act as trustee in all other 
respects. 


If this suggestion is adopied, the will 
should make plain whether the sprinkling 
power is to terminate when the trustee- 
beneficiary surrenders it or whether it is to 
pass into the hands of some other trustee 
who is not a member of the class of bene- 
ficiaries.™ 

As occasionally happens, the testator may 
wish to name a member of the class of bene- 
ficiaries as trustee and to confer upon him 
not only the power to sprinkle but also the 
power to invade principal for any one or 
more members of the class, including him- 
self. This additional power should not be 
granted. So far as is known it has never 
received judicial sanction and might well 
prove the proverbial straw—the added fac- 
tor—that would impel a court to invoke the 


doctrine of unfettered command.” It may: 


be noted that New York, by statute, flatly 
prohibits a trustee from exercising a power 
to invade the principal for himself, no matter 
what the will says.”. 


Practical Aspects.—Apart from tax con- 
siderations, the pros and cons of naming a 
member of the class as the trustee of a 
sprinkling trust suggest themselves, but 
one point merits mention. A vital practical 
distinction .exists between two types of 
sprinkling. One permits a parent, as trustee, 
to allocate income to himself and his children. 
The other permits a brother, as trustee, 
to allocate income among himself and his 


* The will could provide for a corporate 
trustee coming in and exercising the power or 
for a majority of the adult income beneficiaries 
naming a substituted trustee, either corporate 
or individual, but in New York, if an individual 
were named by them, he would have to put up 
a bond. (New York Decedent Estate Law, Sec. 
125 (3).) 

7In their article, ‘‘Trust and Beneficiary 
under the Income Tax,’’ 1 Tax Law Review 117, 
127, and following (1946), Rabkin and Johnson 
suggest that control over corpus should be the 
sole deciding factor as to whether a_ bene- 
ficiary should be obliged to pay taxes on income 
which he has the right to reject. 

% Sec. 141 of the Real Property Law of New 
York. In the Oppenheimer case (cited at foot- 
note 19), the Commissioner sought to invoke 
this section but it was held that it did not 
apply to income. 

* Restatement, Trusts Sec. 107(f) (1935). 

*Code Secs. 811(f)(3) and 811(f)(3)(A). 
See footnote 24. As to the new act, see Turk, 
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brothers and sisters. The former situation 
is merely an extension of parental control 
and is far less likely to lead to discord 
than is the latter, but, in either case, if 
there were discord, then by reason of the 
fact that the trustee is also a member of 
the class, the courts would be obliged as a 
matter of law to scrutinize his administra- 
tion closely and perhaps even remove him 
if it were found that he was not fairly exer- 
cising the discretion conferred upon him.” 


Estate and Gift Tax Aspects.—So far as 
estate and gift taxes are concerned, there 
are two points that require mention. 

The trustee’s power to sprinkle to himself 
must be subject to some “ascertainable stand- 
ard.” The Powers of Appointment Act 
of 1951, which became law on June 28, 
1951, taxes only general powers and de- 
clares that a power under which a trustee 
can use corpus for himself is not a general 
power if it is limited by an ascertainable 
standard reiating to his health, education, 
support or maintenance.” However, the 
situation has not been wholly clarified. 
Accordingly, Turk, who aided in drafting 
the act, says: 

“In order to determine what is an ascer- 
tainable standard, reference should be made 
to the cases which have been decided under 
Section 812 (d) of the Code in connection 
with devises or bequests to charity of a 
remainder interest in a trust, where the 
trustee has discretionary power to invade 
principal for the benefit of the life bene- 
ficiary during the latter’s lifetime. A num- 
ber of such cases have been decided and, 
as is so Often true, it is difficult to draw 
any clear rule from them.” ™ 

Draftsmen henceforth will be confronted 
with the problem of ascertaining what is 
an ascertainable standard.” As to.this prob- 


‘“‘New Rules on Powers of Appointment,’’ 90 
Trusts and Estates 428 (1951); Guterman, ‘‘The 
Powers of Appointment <Act,’’ Proceedings of 
New York University Tenth Annual Institute 
on Federal Taxation (1951) TAxEsS—The Tax 
Magazine, August, 1951, p. 631; Wurzel, 
‘‘Powers of Appointment and Revised Estate 
Planning,’’ 5 Journal of the American Society 
of Chartered Life Underwriters 316. 

31 Turk, article cited, footnote 30, at p. 484. 

82 Referring to the exception made in favor of 
powers subject to an ascertainable standard, 
Craven (‘‘Powers of Appointment Act of 1951,’’ 


-.65 Harvard Law Review 55, 72 (1951)) says: 


‘*‘However, cases arising under other provisions 
of the estate tax statute indicate that this excep- 
tion will be carefully limited. A power to in- 
vade principal for the donee’s comfort, welfare 
or happiness would not be a power limited by 
the standard prescribed in the statute.’’ Citing: 
Merchants National Bank v. Commissioner, 43-2 
ustc { 9630, 320 U. S. 256; Henslee v. Union 
Planters Bank, 49-1 ustc { 10,701, 335 U. S. 595. 
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lem, two suggestions are made: (1) At 
least until such time as there are regulations 
under the new Powers of Appointment Act, 
it would be well to attempt to follow the 
language employed in the leading charitable 
remainder cases referred to by Turk; (2) 
except as to the amount subject to the 
trustee-beneficiary’s power during the last 
year of his life, the problem as to an ascer- 
tainable standard can be avoided altogether 
by limiting his power to appoint to himself 
to such extent as will bring the power with- 
in the $5,000 or 5 per cent exemptions pro- 
vided by subdivision 5 of Section 811 (f) 
and subdivision 5 of Section 1000 (c) of 
the Code. 


Trustee Who Is Member of Family but 
Not Member of Class Beneficiaries 


Under Section 811 (f) (2) (B) as it 
existed prior to the enactment of the 
Powers of Appointment Act of 1951, prop- 
erty subject to a power to appoint within 
a restricted class was not includible in the 
estate of the holder of the power provided 
he had no interest—not even a contingent 
interest—in the appointive property. Thus, 
a testator who wanted to appoint a trustee 
to sprinkle among his children, nephews 
and nieces could not appoint his brother, 
because, by reason of the kinship, the brother 
would have a contingent interest in the 
appointive property. 


In the past, in situations like this, it was 
advisable to insert a provision in the will 
that the brother should never be able to 
inherit any part of the appointive property. 
That precautionary provision is no longer 
necessary, so far as the federal estate tax 
is concerned, because, as noted above, under 
the new Powers of Appointment Act only 
general powers are taxable. Nevertheless, 
this will provision should not be lightly 


3%3The part of the present New York Estate 
Tax Law concerning powers of appointment is 
the same as the federal law which was. enacted 
in 1942 and repealed on June 28, 1951, by the 
Powers of Appointment Act of 1951. (New 
York Tax Law Sec. 249 r 7.) It is anticipated 
that at the next regular session of the legisla- 
ture the New York law will be changed to con- 
form to the federal law. 

% For a general discussion, as to both testa- 
mentary and living trusts, of advantages in addi- 
tion to those mentioned in the text and also of 
the impact of the rule against accumulations, 
see Mannheimer and Wheeler, ‘‘Trusts of Insur- 
ance on Relatives’ Lives,’’ TAxEs—The Tax 
Magazine, May, 1949, p. 453; 3 Journal of the 
American Society of Chartered Life’ Under- 
writers 238 (1949); Clapp, ‘‘Life Insurance and 
Estate Planning,’’ TaxEs—The Tax Magazine, 
January, 1950, pp. 63, 70, and Bowe, Life 
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cast aside without first giving thought to 
the applicable state law. In New York, 
for instance (as of November, 1951), the 
power would still be a taxable power.* 


TRUSTS OF INSURANCE ON 
RELATIVES’ LIVES 


The comment on this type of trust is 
designed principally to show how its use 
will serve to increase the insurance proceeds 
that reach the hands of the insured’s family. 


Two different ways of carrying insurance 
will be contrasted. One will be called the 
“usual way” and the other will be called 
the “trust way.” The usual way is for the 
insured to take out insurance on his own 
life and pay for it himself. The trust way 
is for a trust created by someone other 
than the insured to carry the insurance 
for him. 


The issues involved are illustrated by 
the following example: A father makes a 
will under which part of his estate is to 
be held in trust for his married son through- 
out the son’s life. The will authorizes 
the trustee to carry insurance on the son’s 
life for the benefit of the trust or the son’s 
family and to pay the premiums out of the 
trust income. The will provides that trust 
income not used to pay premiums or the 
trust’s income taxes shall be paid to the 
son.” 


If the trust carries the insurance, there 
will be two tax savings—an income tax 
saving and an estate tax saving. The income 
tax saving results from the fact that it is 
the trust as a separate taxpayer—as dis- 
tinguished from the son—which must pay 
taxes on that part of the trust income which 
is used to pay premiums. The trust income 
is thus split. As a result, the insurance is 
paid for with income taxed at the trust’s 
low rates instead of income taxed at the 
son’s high rates.” 


Insurance and Estate Tax Planning, p. 56 
(1950); of accumulations, see Bogert, Trusts and 
Trustees, Vol. IA, Secs. 217, 401 (1951), and 
Bogert, ‘‘Funded Insurance Trusts and Rule 
Against Accumulations,’’ 9 Cornell Law Quar- 
terly 113 (1923); of application to husband-wife 
situation, see Trachtman, Estate Planning, pp. 
80 and following (1949); of infants, see Polisher, 
work cited, footnote 5, pp. 567-568 (1948). For 
a discussion of related income tax cases, see 
Olson, ‘‘Life Insurance Trusts,’’ 90 Trusts and 
Estates 17 (1951). For rationale as to income 
tax saving, see Kennedy, work cited, footnote 
11, Sec. 2.06. For expression of doubt as to 
income tax saving, see Smith, Personal Life In- 
surance Trusts, Sec. 56.4, p. 342 (1950). 

% But see footnote 36. 

% However, a word of caution. The trustee, 
in order to procure the insurance, must get the 
son’s consent, because the son must sign an 
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The estate tax saving results from the 
fact that if the insurance is carried in the 
usual way, the insurance proceeds will 
ultimately become taxable as part of the 
son’s estate, whereas if the insurance is 
carried in the trust way, when the son dies 
there will be no estate tax to be paid at 
all on the insurance proceeds. These pro- 
ceeds are not taxed as part of the son’s 
estate, because he never owned the insur- 
ance and never paid any of the premiums. 


Since the combined income and estate 
tax Savings are impressive, one would ex- 
pect this type of trust to be used often, 
but apparently it is not. Perhaps this can 
be explained by the fact that the extent of 
the saving is not generally appreciated. 


A comparison of the two methods will 
show how much the insured’s family gains 
by way of insurance proceeds attributable 
to the same amount of income before taxes 
if insurance is carried in the trust way in- 
stead of the usual way. 


To make the comparison, some details 
must be added to the example.” We as- 
sume that the son is 30 years old; that he 


is married; that his wife has no income;: 


that they file joint returns; that the son 
will have an annual net income of $25,000 
after exemptions and deductions, including 
such income, if any, as he may receive 
from the trust; and that $3,000 of trust 
income is to be used for insurance purposes 
—and to pay the trust’s income taxes on the 
amount of the premiums. 


If the $3,000 is used for the purchase of 
insurance by the trust, the following results 
may be tabulated: 


Used to purchase insurance... $ 2,350 

Required to pay 
$2,350 

Amount of insurance purchas- 


able on son’s. life at current 
rates 


taxes on 


100,000 


If, however, the $3,000 is paid over to 
the son and used by him to purchase 
insurance, the following are the results: 


application for the insurance and must submit 
to a physical examination. As a result, it could 
be argued that the son has it within his power 
to make the income his own by refusing to take 
these steps, that, therefore, he has unfettered 
command over all the income and that, as a 
consequence, the income used to pay premiums 
should be taxed to him. Cf. Alfred Cowles, 
CCH Dec. 14,916, 6 TC 14 (1946). One way to 
avoid this possibility would be to provide in 
the will that any income not used to pay pre- 
miums should be sprinkled among the son and 
his family; then the son would not have it with- 
in his power to make the income his. 
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Son’s total income ($25,000 other 
income, plus $3,000) 

Income tax on $3,000 when added 
to $25,000 of other income.... 


Available for purchase of insur- 


1,450 


Insurance 


It thus appears that during the son’s 
lifetime, the purchase of insurance by the 
trust results in an additional $33,000 of 
insurance. 


The next question is, What happens when 
the son dies? We have seen that under the 
trust way the $100,000 would reach the 
son’s family free of any estate taxes. On 
the other hand, if the insurance were car- 
ried in the usual way, the $67,000 of insur- 
ance would be taxed as part of the son’s 
estate. If the combined federal and state 
death taxes computed at the highest rate 
applicable to the son’s estate is 30 per cent,™ 
only $47,000—as contrasted with $100,000— 
of insurance proceeds would reach the son’s 
family. 


If for some reason the son were not in 
a position to file under the split-income 
method or if his annual income were $50,000 
instead of $25,000, his family would end up 
with $30,000 under the usual way, as con- 
trasted with $100,000 under the trust way. 


Effect of Rule Against Accumulations 


The question remains whether a trust to 
carry insurance would violate the rule 
against accumulations in those states which 
impose restrictions against the accumula- 
tion of income.” One New York case an- 
swers this question in the negative.” <A 
strong argument can be made, however, 
that using trust income to pay premiums 
constitutes an accumulation, because it adds. 
to trust principal by increasing the cash 
surrender value of the policies. 


After the New York case was decided 
and for the purpose of removing any re- 


31 Computations have been made under the 
rates prescribed by the Revenue Act of 1951 for 
taxable years beginning after October, 1951, and 
ending before 1954. Effect has been given to 


- the split-income method and the standard deduc- 


tion, but state taxes have not been taken into 
consideration. 

% Thirty per cent has been chosen because it 
would come within 2% percentage points of the 
maximum federal estate tax rates covering 
estates ranging from $100,000 to $990,000. 

39 See footnote 50. 

#® Matter. of Hartman, 126 Misc. 862 (1926). 
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maining doubt on the point, the New York 
accumulation statute was amended to pro- 
vide that a will or trust instrument which 
creates a trust including insurance and 
which directs that income shall be used to 
pay premiums shall not be considered as 
effecting an accumulation.* 


RESIDENCE IN TRUST 


The question whether to use this type of 
trust presents itself when a testator and his 
wife live in a residence which he owns 
and wants her to continue to occupy after 
his death, at which time it is anticipated 
that she will be in high-income tax brackets. 
Should he give her the residence outright 
or give her a life estate? Or should he put 
the residence in a funded trust for her? 
If he puts the residence in trust, directing 
that she be permitted to occupy it rent free, 
that the trust income be used to maintain 
it and that the balance of the income be 
paid to her, there will be an income tax 
saving. This saving will result from the 
fact that the income spent to maintain the 
residence, though taxable to the trust, will 
not become part of the wife’s income and, 
therefore, will escape being included in her 
relatively high tax brackets. In this con- 
nection it should be noted that the wife’s 
occupancy of the residence rent free is not 
a taxable benefit.” 


As to this type of trust, five observations 
may be made. 


(1) When Useful.—So far as income 
taxes are concerned, a trust of this type 
should be considered only when the cost 
of maintaining the residence—not counting 


real estate taxes and mortgage interest—is 
substantial. Putting the residence in trust 
makes no difference, taxwise, so far as real 
estate taxes and mortgage interest are con- 
cerned, for if the wife owned the property 
and paid these items, she could deduct 
them herself. 


(2) Real Estate Taxes.—There are two 
cases holding that if the wife pays real 
estate taxes she is entitled to deduct them 
on her own return, even though the title to 
the residence is in the trust.” Nevertheless, 
there would seem to be a strong argument 
that in these circumstances the taxes paid 
by the wife are the equivalent of rent for 
the residence—a nondeductible item.“ It 
would seem safer, therefore, in cases where 
the trust holds title to the residence, to 
have the will include real estate taxes and 
mortgage interest in the listing of the 
expenses to be borne by the trust. 


(3) Enumerating Expenses.—Wills which 
have not been explicit as to which expendi- 
tures should be borne by the trust have 
proved the source of considerable litiga- 
tion.” To avoid litigation and also for tax 
reasons, the expenses to be borne by the 
trust should be specified. Income taxwise, 
any and all expenses to be incurred for the 
preservation of the property should be in- 
cluded in the specification. Such expenses 
would normally take in real estate taxes, 
repairs, insurance and mortgage interest. 
On the other hand, expenses to be incurred 
not for the preservation of the property 
but for the wife’s enjoyment of the resi- 
dence, such as light and domestic help, 
would amount to taxable income to the 








41 New York Personal Property Law, Sec. 16 
(last paragraph). Query: Will the amend- 
ment, in the light of its phraseology, be applied 
only where the insurance is received by the 
trustee as part of the original trust assets and 
where the premiums are paid pursuant to a 
direction, as distinguished from a mere author- 
ization? There would seem to be no basis in 
policy for so narrow a construction of the stat- 
ute, but there are no cases on the point. 


4 Commissioner. v. Piant, 35-1 ustc { 9172, 76 
F. (2d) 8 (CCA-2); Margaret B. Sparrow, CCH 
Dec. 5601, 18 BTA 1 (1929); cf. Estate of Morti- 
mer B. Fuller, CCH Dec. 16,158, 9 TC 1069 
(1947), aff'd 49-1 ustc {§ 9107, 171 F. (2d) 704 
(CCA-3, 1948); Kennedy, article cited, footnote 
4, at p. 364; Kennedy, Federal Income Taxation 
of Trusts and Estates, Sec. 2.06 (1945). But see 
“Report of Committee on Standards of Drafts- 
manship: Wills and Trusts,’’ Real Property, 
Probate and Trust Law Section, American Bar 
Association (published in 89 Trusts and Estates 
661, 665): 


“Tf a dwelling is part of the corpus of a trust, 
it can be hoped that the sums expended for 
ordinary maintenance of the dwelling will be 
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treated as income taxable to the trustee, not to 
the income beneficiary who uses the dwelling. 
And to realize that hope, it is perhaps better 
not to expressly grant a right to occupy free 
of rent, and to rely on an implied right to do 
so.” 

The quotation seems to indicate an unwilling- 
ness to rely on the cases cited in this footnote. 
But, regardless of taxes, the wife’s right to 
rent-free occupancy should be given first con- 
sideration. The mere fact that the wife is the 
income beneficiary would not establish in her 
an implied right to occupy the residence rent 
free. If the will is not clear as to her right to 
rent-free occupancy, even an amenable trustee 
might, sooner or later, deem it his duty to sell 
the residence or rent it to third persons. And, 
what about a professional trustee interested in 
income commissions? 


#%Cf. Cornelia C. F. Horsford, CCH Dec. 
13,515, 2 TC 826 (1943); Frances E. Cummings, 
CCH Dec. 17,090(M), 8 TCM 632 (1949). 

44 Compare Regs. 111, Sec. 29.23(a)-10. 

# Anno., ‘“‘Bequests of Right to Occupy Prop- 
erty,’’ 172 A. L. R. 1283, 1295 and following. 
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wife if the trust paid them for her. They 
should, therefore, not be included.“ 


(4) Marital Deduction.—Regulations 105, 
Section 81.47a(c), relating to the marital- 
deduction trust with power of appointment 
in the surviving spouse (assumed herein to 
be the wife), provide that a trust will 
qualify for the marital deduction if the wife 
gets the beneficial enjoyment of the corpus, 
that is, either the income that the corpus 
should produce or the use of the corpus. 
The Regulations permit a residence for the 
use of the spouse to be retained in a trust 
but disqualify a trust if the primary pur- 
pose in the creation thereof is the safe- 
guarding of nonincome producing property, 
unless the wife can compel the trustee to 
sell such property. 


Under this regulation there would seem 
to be little doubt that a trust of a residence 
can be so drawn as to qualify for the 
marital deduction. An appropriate form 
has appeared recently.” 


(5) Duration of Occupancy.—To facili- 
tate the administration of the trust and 


avoid difficulty in selling the residence, the - 


will should be specific as to when and how 
the right to rent-free occupancy should 
terminate.® 


“See Margaret B. Sparrow, cited at footnote 
42, at p. 16; and Commissioner v. Plant, cited 
at footnote 42, in which, at p. 10, the court said: 


“Here the expenditures were not applied to 
the use of the taxpayer, but employed in main- 
taining a capital asset of the trust estate. As 
the Connecticut Supreme Court said in Hayward 
v. Hayward, 95 Conn, 122, at page 134, 111 Atl. 
53, 56, when construing this very will: 


““*The position that the trustees occupy is 
analogous to that of a landlord under the obli- 
gation of maintaining the existing condition of 
leased property, and that of the son Henry to 
that of a tenant exempt from the payment of 
rent, but entitled to have the property condi- 
tions preserved by his landlord. The expenses 
incident to occupancy are to be borne by the 
latter [son]; those involved in maintenance by 
the former [trustees].’ ”’ 


In Estate of Mortimer B. Fuller, cited at 
footnote 42, the Commissioner agreed in his 
brief that in order to preserve corpus it was 
necessary to maintain, among other things, a 
flower conservatory, a large trophy house, an 
indoor heated swimming pool, a Japanese tea 
garden, a frame boat house and a tennis court. 


See, also, In Re Bruckheimer, 38 N. Y. Supp. 
(2d) 146 (1942), aff'd 45 N. Y. Supp. (2d) 945, 
aff'd 292 N. Y. 642; Matter. of Gabler 140 Misc. 
581 (1931), mod. 235 App. Div. 807, aff’d sub 
nomine Matter of Nohn, 261 N. Y. 517. 


“ Fingar and Bookstaver, work cited, foot- 


‘note 3, at Sec. 146.28. 


$Ives, ‘Hints on Will Drafting,’’. 90 Trusts 
and Estates 519 (1951). 
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QUASI-ACCUMULATION TRUSTS 


Tax Status of Accumulation Trusts 


The typical accumulation trust is one 
which gives the trustee discretion to dis- 
tribute part or all of the income, to retain 
it for subsequent distribution or to add it 
to corpus. The income tax advantage of 
such a trust is that the trust as a separate 
taxpayer—as distinguished from the bene- 
ficiary—pays the tax on income accumulated 
over a sufficiently long period.” In this 
way, the accumulated income may be kept 
out of the beneficiary’s high income tax 
brackets and ultimately be paid to the 
beneficiary free of any income tax except 
that paid by the trust. 


There are, however, 12 states, including 
New York, hereinafter called “strict ac- 
cumulation states,” with statutes imposing 
restrictions in varying degrees on accumu- 
lation trusts for adults.” To gain the tax 
advantages of accumulation trusts, some 
residents of strict-accumulation states have 
created living trusts and also testamentary 
trusts outside their home states. The testa- 
mentary trusts have been created by a 
two-step procedure, namely, (1) creating 
a small irrevocable living trust in a state 


‘which permits accumulations for adults, (2) 


4 Accumulated income, meaning any income 
which is not distributed, is divided into two 
separate categories: (1) income accumulated 
during the last 12 months of the period of 
accumulation; (2) income accumulated prior to 
those 12 months. If the period of accumulation 
is less than 12 months, all of the accumulated 
income falls within category (1). Generally 
speaking, income falling within category (1) is 
taxable to the beneficiary. Code Secs. 162(d) (2) 
and 162(d)(3)(A). Since the tax advantage of 
an accumulation or quasi-accumulation trust is 
to have income taxable to the trust, it would be 
necessary, in order to gain that advantage, to 
have the periods of accumulation substantially 
exceed 12 months. In other words, the effect 
of the 1942 act ‘‘is to make it difficult to escape 
taxation at the beneficiary’s rate of all income 
received by the trust within a year prior to its 
payment to him. It remains possible, of course, 
to shift the tax to the trustee to the extent of 
income which is accumulated for more than a 
year.” ‘“‘The Effect of the 1942 Act,’’ 56 Har- 
vard Law Review 431 (1942). 


Due to a relief provision passed in 1943, Code 
Sec. 162(d)(4), there is a ceiling on the amount 
of trust income on which the beneficiary must 
pay taxes for any given year, namely, the net 
income of the trust for that year. 


5 Alabama, Arizona, Illinois, Indiana, Michi- 
gan, Minnesota, Montana, New York, North 


Dakota, Pennsylvania, South Dakota and Wis- 
consin. 


























































































































































































making a will leaving the bulk of the estate 
to that trust.™. 


Description 
of Quasi-Accumulation Trust 


Recently it has been observed that in 
cases where the main objective is to gain 
the income tax advantage—as distinguished 
from the estate tax advantage—of an ac- 
cumulation trust, it is not necessary to go 
outside the boundaries of a strict-accumu- 
lation state. The basis for the observation 
is the fact that these states for many years 
have recognized as legal a type of trust 
which carries with it the-same income tax 
advantage as an accumulation trust.” 

The type of trust referred to is one under 
which a beneficiary becomes entitled to all 






51 An irrevocable trust is required, because a 
will cannot incorporate a revocable trust by 
reference. President and Directors of Manhat- 
tan Company v. Janowitz, 260 App. Div. 174, 
21 N. Y. Supp. (2d) 232 (1940); Lauritzen, ‘‘Can 
a Revocable Trust Be Incorporated by Refer- 
ence?’’ 45 Illinois Law Review 583 (1950-1951). 


Conceivably, the two-step procedure is avoid- 
able. In In re Grant’s Will, 101 N. Y. Supp. 
(2d) 423 (1950), the will of a New York resi- 
dent provided for the setting up of a trust to 
be governed by Australian law, to be set up 
and administered in Australia, by an Australian 
trustee. This provision was given effect by the 
New York court. But, in that case, the bene- 
ficiaries lived in Australia. Whether this pro- 
cedure would be sustained in the absence of 
special circumstances, such as the foreign resi- 
dence of the beneficiaries, seems to be unsettled. 
Land, Trusts in the Conflict of Laws, Sec. 40.1; 
Looker, ‘‘Perpetuities: Effects of Differences in 
State Rules,’’ 90 Trusts and Estates 653, 657 
(1951). 


5% It was Henry L. Wheeler, Jr., so far as is 
known, who first recognized the potentiality of 
saving income taxes through the use of quasi- 
accumulation trusts. The authors are indebted 
to him both for the idea and for much of the 
material which appears in this part of the 
paper. 

53 Chapin, Suspension of the Power of Aliena- 
tion, p. 210 (3d Ed., 1928), says: 


“It is to be noticed, however, that the mere 
fact that. the trust instrument, in creating a 
trust . . . to receive and apply income, author- 
izes or provides for temporary and incidental 
postponements or delays in the application or 
payment, does not necessarily involve any ‘ac- 
cumulation’. Thus, the instrument may author- 
ize the trustee to apply the income as needed; 
the financial requirements of the beneficiary and 
the expenses of administration may vary 
from time to time, and the payment of in- 
come may be adjusted accordingly. If the 
trustee were obliged to pay over the income 
immediately upon receiving it, he might often 
be out of funds required for emergency 
repairs. He may be unable to ascertain, off- 
hand, how much of the income recived is 
not income available for payment. The income 
might come in in driblets, which would be in- 





of the income. No part of the income can 
be added to corpus or given to anyone else. 
However, the trustee is given discretion as 
to the time and manner of the application 
of the income. An example is a trust “to 
apply all the income for the benefit of my 
wife at such time or times and in such 
manner as my trustee in his sole discretion 
deems in her best interest.” 


Technically, there is no accumulation 
where the trustee has discretion merely as 
to the time and manner of applying the 
income.” Therefore, to repeat, this type of 
trust—which will be called a “quasi-accumu- 
lation trust’ “—has time and again over 
a period of many years been held lawful 
for adult beneficiaries even in _ strict-ac- 
cumulation states.” 





convenient always to the paying over as re 
ceived. It is permissible for the instrument to 
provide for such leeway in actual application 
as may be conducive to a convenient, orderly 
and judicious performance of the given trust 
‘to apply’. Where the beneficiary is entitled to 
the net income, subject to the discretion of the 
trustee as to the appropriate method and time 
for the application of it, it becomes the prop- 
erty of the beneficiary as soon as received by 
the trustee; after that, its temporary retention 
by the trustee is a mere matter of custody, and 
no accumulation is involved.’’ 


To the same effect, see Mason, ‘‘Some Aspects 
of Trust Accumulations in New York,’’ 22 St. 
Johns Law Review 77 (1947); Dodge and Sulli- 
van, Estate Administration and Accounting, p. 
380 (1940). 

Commenting on a trust of this nature, the 
court, in In re Bachmann’s Estate, 101 N. Y. 
Supp. (2d) 167 (1950), said: ‘‘Indeed it is not 
considered to be an accumulation in the strict 
sense of the word, but rather a withholding as 
custodian for the account and use of the life 
beneficiary, in accordance with the terms of 
the will and the intention of the testator.”’ 


54In the interest of clarity, the general dis- 
cussion as to the taxation of trusts has been 
limited to the stating of what will happen nor- 
mally, without making qualifications to reflect 
the possible impact of special rules, such as the 
65-day rules (Code Secs. 162 (d) (2) and (3)) 
and the 1943 relief provisions (Code Sec. 162 (d) 
(4)). 

55 For recent New York cases see Application 
of Bank of New York and Fifth Avenue Bank 
and In re Harris’ Will, 99 N. Y. Supp. (2d) 413 
(1950); In re Bachmann’s Estate, cited at foot- 
note 53; In re Steele’s Estate, 84 N. Y. Supp. 
(2d) 6 (1948); In re Danziger’s Will, 58 N. Y. 
Supp. (2d) 790 (1945), mod., on other grounds, 
271 App. Div. 888. Many earlier New York cases 
are referred to in the four cited in this footnote 
and in the texts and the article referred to in 
footnote 53. The more important are Bloodgood 
v. Lewis, 209 N. Y. 95 (1913); Curtis v. Curtis, 
184 App. Div. 274, 171 N. Y. Supp. 510 (1918); 
Matter of Bavier, No. 1, 164 App. Div. 358, 149 
N. Y. Supp. 728 (1914); Matter of Bavier, No. 2, 
164 App. Div. 363, 149 N. Y. Supp. 731 (1914); 
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Since there is nothing new about quasi- 
accumulation trusts except the name, one 
is inclined to ask why the income tax use 
to which such trusts may be put in strict- 
accumulation states has not been discussed 
previously. Probably the answer is that 
although before 1950 there were many non- 
tax cases recognizing the validity of quasi- 
accumulation trusts, these cases were generally 
regarded as involving special types of bene- 
ficiaries—abnormals of one kind or an- 
other. In 1950, however, two unrelated 
nontax quasi-accumulation trust cases in- 
volving thoroughly normal adult benefici- 
aries were passed on by the courts of New 
York. In both these cases the question 
whether the trusts violated the rule against 
accumulations was squarely presented and 
answered in the negative.™ 


Income Tax Status 
of Quasi-Accumulation Trusts 


All noncharitable testamentary™ trusts 
under which the trustee should distribute 
or under which he has discretion to dis- 
tribute income are taxable under either 
Code Section 162(b) or Section 162(c). 


A Section 162(b) trust is one whose in- 
come should be distributed currently by the 
trustee. “Should” means the trustee has no 


Hill v. Guaranty Trust Company, 163 App. Div. 
374, 148 N. Y. Supp. 601 (1914); Hendricks v. 
Hendricks, 3 App. Div. 604, 38 N. Y. Supp. 402 
(1896); Matter of Littman, 165 Misc. 285, 300 
N. Y. Supp. 398 (1937). For authorities in other 
strict-accumulation states, see Anno., 125 
A. L. R. 629, 635 and following, and 70 Corpus 
Juris Secundum Sec. 33, pp. 620-621. 


3% Application of Bank of New York and Fifth 
Avenue Bank and In re Harris Will, cited at 
footnote 55; In re Bachmann’s Estate, cited at 
footnote 53. 


Actually, at least one of the earlier cases 
(Matter of Withall, 191 Misc. 1016, 76 N. Y. 
Supp. (2d) 467 (1948), rev’d, on other grounds, 
274 App. Div. 846) involved a normal adult 
beneficiary, and in Curtis v. Curtis, cited at 
footnote 55, the beneficiary’s ‘‘abnormality’’ 
consisted of a lack of business experience. The 
New York statutes prohibiting accumulations 
(Personal Property Law, Sec. 16, and Real Prop- 
erty Law, Sec. 61) make no exception for ab- 
normal beneficiaries other than infants. The 
earlier cases involved abnormal beneficiaries, 
because it is in such cases that testators are 
likely to give their trustees discretion to with- 
hold income and apply it as needed. However, 
the courts in the earlier cases did not rely on 
the abnormality of the beneficiary to sustain the 
validity of the withholding. Where the abnor- 
mality was mentioned at all, it was as an aid 
to construction or on the question of the trus- 
tee’s discretion in withholding. (Curtis v. Cur- 
tis and Matter of Littman, cited at footnote 55.) 
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lawful choice about distributing and would 
be exceeding his powers if he exercised 
discretion whether to distribute. “Currently” 
means promptly or periodically. A trust 
taxable under Section 162(b) is ordinarily 
called a distributable trust. The beneficiary 
of a distributable trust must pay taxes on the 
net trust income even if it is not distributed.™ 


A Section 162(c) trust is a trust whose in- 
come may, in the discretion of the trustee, be 
either distributed or withheld.” A Section 
162(c) trust is frequently called a discre- 
tionary trust. As a general rule, the bene- 
ficiary of a discretionary trust must pay 
taxes on only that part of the trust income 
which is paid to him, spent for him or put 
at his disposal, and the trust itself must 
pay taxes on the balance of the income.” 


The question whether a trust is taxable 
as a distributable trust or a discretionary 
trust turns exclusively on the distinction 
drawn above, namely, the nature of the 
trustee’s lawful powers. If the trustee is 
obligated to distribute the income currently, 
it is a distributable of Section 162(b) trust 
and is taxable accordingly. If, on the other 


_ hand, the trustee is not so obligated but, 


to the contrary, is lawfully clothed with 
discretion to distribute or to withhold the 
income, the trust is a discretionary of Sec- 
tion 162(c) trust and taxable accordingly. 


st ‘“Testamentary’’ is inserted in this text for 
the sole purpose of excluding Clifford trusts and 
trusts taxable under Code Secs. 166 and 167. 

5388 Kennedy, work cited, footnote 42, Secs. 205, 
205A (p. 74), 207A. 

58 Code Sec. 162 (c) actually uses the words 
“distributed . . . or accumulated,’’ but ‘‘accu- 
mulated’’ does not mean that the trustee must 
have power to add income to corpus in order 
for the trust to qualify as a trust taxable under 
that section. It means withheld—nothing more 
than that. 

In Mary Pyne Filley, CCH Dec. 12,184, 45 
BTA 826, 830 (1941), the court said: 

‘* ‘Accumulated’ in (c) is used in opposition 
to ‘distributed currently’ in (b). The latter is 
intended to cover all cases where the trust in- 
strument imposes a duty upon the trustee to 
make a prompt or periodic distribution of the 
trust income to the beneficiary. ... (c) by its 
express terms, covers only those cases where the 
fiduciary has the right and the duty to choose 
between prompt distribution and accumulation 
beyond the time when a prompt distribution 
would normally have been made. Discretion 
requires the exercise of judgment and reason. 
It involves consideration of whether, on the one 
hand, there is good reason to distribute and no 
justification for withholding, or whether, in- 
Stead, he should deliberately refrain from dis- 
tributing at the usual time and withhold for 
some definite reason which, in his opinion, better 
carries out the purpose of the trust than would 
a current distribution.’’ 

6 Kennedy, work cited, footnote 42, Secs. 205 
(p. 66), 207, 207A. 
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It should be pointed out, however, that 
Regulations 111, Section 29.162(b), third 
paragraph, referring to distributable trusts 
under Section 162(b), provide: 


“As used in section 162, the term ‘income 
which becomes payable’ means income to 
which the legatee, heir, or beneficiary has 
a present right, whether or not such in- 
come is actually paid. Such right may be 
derived from the directions in the trust 
instrument or will to make distributions 
of income at a certain date, or from the 
exercise of the fiduciary’s discretion to dis- 
tribute income, or from recognized present 
right under the local law to obtain income 
or compel a distribution of income.” (Italics 
supplied.) 


The first italicized part of the regulation 
(which, it should be noted, purports to de- 
fine distributable income) is too broad. It 
conflicts with the basic structure of the law. 
It would result in (c) trusts being taxable 
under (b) and leave no function for (c). 
However, if the trustee exercised his dis- 
cretion to distribute income to the bene- 
ficiary, the beneficiary would have to pay 
taxes on that income in any event, and 
usually it would not matter to him whether 
he was taxable under (b) or (c). (In cer- 
tain instances it could make a difference.) 


The second underscored part of the regu- 
lation is not only too broad but is in 
practical conflict with the law itself, as is 





* Kennedy, 
207A, p. 115. 

6 Commenting on the Cohen case, Kennedy, 
work cited, footnote 42, at p. 100, says: 

“If a beneficiary has a recognized right un- 
der local law to obtain income, the situation is 
different. If accumulations are improper be- 
cause of some incontestable violation of a State 
statute forbidding accumulation, it would seem 
that the income erroneously accumulated by the 
fiduciary would be currently distributable in- 


work cited, footnote 42, Sec. 
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evidenced by two recent cases (B. Brasle 
Cohen, CCH Dec. 15,709, 8 TC 784 (1947). 
Estate of Isadore Zellerbach, CCH Dec. 
15,923, 9 TC 89 (1947), aff’d 48-2 usr 
9357, 169 F. (2d) 275 (CCA-9)). 


Those cases both dealt with income re- 
tained during the period of administration 
of an estate—a type of income which, like 
the income of discretionary trusts, is tax- 
able under Section 162(c). The fiduciaries 
in those cases made no distribution of in- 
come during the period of administration, 
Nevertheless it was contended by the fiduci- 
aries that the income was taxable to the 
legatees—doubtless because their income 
tax brackets were lower than the estate’s, 
On behalf of the taxpayers it was argued 
that the legatees could have gone to court 
to “compel a distribution” within the mean- 
ing of the second italicized part of the 
regulation and that, therefore, the income 
was distributable under Section 162(b) and 
accordingly taxable to the legatees. The 
court in the Cohen case disregarded the 
regulation, saying: “The privilege of so- 
liciting the local court’s discretion is not 
the equivalent of a present right to compel 
distribution.” The Zellerbach case followed 
the Cohen case. Both cases, in effect, sus- 
tained the distinction drawn in the text and 
in the Filley case between distributable and 
discretionary trusts, holding in substance 
that since the fiduciaries were clothed by 
local law with discretion to distribute or 
withhold income, the income was taxable to 
the estate unless actually or at least con- 
structively distributed.” 


It appears plain that there is no distinc- 
tion for income tax purposes between the 
income in the Cohen and Zellerbach cases, 
on the one hand, and the income of an 
accumulation or a quasi-accumulation trust, 
on the other. It would seem to follow that 
even if the regulation remairis uncorrected 
and even if the income actually distributed 
by an accumulation or quasi-accumulation 
trust came to be regarded, howsoever er- 
roneously, as taxable under Section 162(b), 
the income tax advantage of an accumu- 
lation or quasi-accumulation trust would 


come within the meaning of § 162 (b). But, if 
a beneficiary can secure a distribution of income 
only by a court proceeding wherein the court 
is not deciding a legal question, but .. . is pass- 
ing upon a fiduciary’s exercise of discretion in 
failing to distribute, the right to maintain such 


an action cannot be considered as making the 


income which the beneficiary might secure tax- 


able as currently distributable income under 


§ 162 (b).”’ 
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still be safeguarded by the holdings in the 
Cohen and Zellerbach cases. 


Manifestly, a quasi-accumulation trust is 
taxable under Section 162(c)—taxable in 
the same way as an accumulation trust— 
and, therefore, carries with it the same 
income tax advantages.” 


Estate Tax Comparison 
of Accumulation 
and Quasi-Accumulation Trusts 


So far as estate taxes are concerned, a 
quasi-accumulation trust is by no means 
a substitute for an accumulation trust.“ The 
reason is that for estate tax purposes, the 
question of title comes into play, though it 
makes no difference income taxwise. The 
title to income accumulated under an ac- 
cumulation trust does not ordinarily pass 
to the beneficiary. Usually it is added to 
corpus. Accordingly, when the beneficiary 
of an accumulation trust dies, the income 
which has been added to corpus can be 
passed, estate tax free, to the remainder- 
men, In the case of a quasi-accumulation 
trust, however, all the income belongs to 
the beneficiary—and any income withheld 
from him during his lifetime must be in- 
cluded in his taxable estate. 


®%In Leonard Marx, CCH Dec. 10,617, 39 BTA 
537 (1939), the taxpayer contended that a New 
York trust ‘‘to apply to the use of’’ carried with 
it an implied discretion in the trustees to hold 
the trust income for future distribution and, 
therefore, in effect contended that such a trust 
was a quasi-accumulation trust. The court never 
passed on that point because it construed the 
phrase ‘‘to apply to the use of’’ to be the equiv- 
alent of the phrase ‘‘to pay’’ and, accordingly, 
held that the trust was an ordinary distrib- 
utable trust. The court rested its decision on 
the ground ‘“‘that the testator did not give and 
did not intend to give the trustees any express 
or implied discretion to accumulate’’ (p. 547). 

*% For marital-deduction purposes, there is no 
difference between a quasi-accumulation trust 
and an accumulation trust. Both types can be 
drawn so as to qualify for the marital deduc- 
tion under Regs. 105, Sec. 81.47a (b). On the 
other hand, neither type can qualify for the 
special marital-deduction trust prescribed in 
Code Sec. 812 (e) (1) (F), because that section 
prescribes that all of the income must be pay- 
able to the surviving spouse at least annually. 

% Sooner or later, Sec. 162 will be overhauled. 
Rabkin and Johnson, in ‘‘Trust and Beneficiary 
Under the Income Tax,’’ 1 Tax Law Review 
117 (1946), picturesquely describe the situation 
as follows: 

“At least until 1942, numerous opportunities 
for effective tax juggling were too commonly 
availed of. To cure this admitted evil, the 1942 
Act adorned the statute with an amazing array 


Will and Trust Arrangements 


Using Quasi-Accumulation Trusts 
at Present 


Assuming all other conditions warrant, 
should testators provide for quasi-accumu- 
lation trusts in their wills in advance of a 
square holding as to the tax status of such 
trusts? The answer, it is believed, should 
be “Yes”—and for two reasons: (1) The 
tax-saving feature of a quasi-accumulation 
trust is not attributable to any loophole in 
the federal tax law.® A quasi-accumulation 
trust merely eliminates the income tax in- 
equality between residents of strict-accu- 
mulation states and residents of all other 
states—an inequality attributable exclusively 
to state laws.% (2) Even assuming that 
what appears to be a remote possibility 
comes to pass, namely, a holding to the 
effect that a quasi-accumulation trust does 
not carry with it the same income tax 
advantage as an accumulation trust, the 
beneficiary of a quasi-accumulation trust 
would not, as a practical proposition, find 
himself any worse off than if, from the very 
outset, he had been named the beneficiary 
of a distributable trust.” 


All of the foregoing can perhaps be 
summed up by attributing a tax connota- 
tion to Holmes’s advice: “Put not thy 
trust in money, but put thy money in 
trust.” * [The End] 


of special loophole-plugging rules. Apart from 
its absurd complexity, that statute created a 
form of double taxation which Congress at- 
tempted to relieve in the 1943 Act. Although this 
was stated to be merely a stop-gap measure 
pending a redraft of the 1942 amendments, the 
definitive statute has not yet been devised. 
Perhaps the Treasury and Congress are appalled 
at the prospect of overhauling the monster which 
they have created.”’ 

However, when Sec. 162 is revised, it is 
believed that such income tax advantage as 
presently goes with both accumulation and 
quasi-accumulation trusts will survive. One 
reason is that it would be difficult to reach back 
to impose a second income tax on old accumu- 
lations on which the trust had already paid a 
first tax. In any event, it is a practical cer- 
tainty that no distinction will ever be drawn 
for federal income tax purposes between an 
accumulation trust and a quasi-accumulation 
trust. The trend of the federal law is to wipe 
out—not perpetuate—inequality among the res- 
idents of different states. 

.*% Looker, article cited, footnote 51, at p. 655. 

6 However, there would be these differences: 
(1) the trustee would have the power to with- 
hold income, and it is at least conceivable that 
such power could be exercised to the bene- 
ficiary’s detriment; (2) the quasi-accumulation 
trusts might engender tax litigation and ex- 
pense. 

8% The Autocrat of the Breakfast Table. 





WAR LOSSES, 
Their Continuing Effect Unde 


THE AUTHOR, TAX COUNSEL FOR WEIL, GOTSHAL & MANGES, NEW 
YORK CITY, READ THIS PAPER BEFORE THE NEW YORK UNIVERSITY 
DECENNIAL INSTITUTE ON FEDERAL TAXATION, HELD IN NOVEMBER, 1951 


LTHOUGH the time within which to 

file war-loss claims under Section 127 
of the Internal Revenue Code expired on 
December 31, 1950,’ the effect of the section 
will linger on indefinitely. It can be said, 
without serious fear of contradiction, that 
this section has proven one of the less suc- 
cessful relief provisions enacted by the 
Congress. As a witness that these prob- 
lems are still current ten years after our 
entry into World War II, one need only 
turn to the amendments to Section 127 
contained in Section 341 of the Revenue 
Act of 1951. These amendatory provisions 
allow certain elections, which will be dis- 
cussed below, as well as other relief. 


The purpose of this article is twofold: 
(1) to report on the current state of the 
law with respect to the allowance of war- 
loss claims and (2) to discuss the problems 
of income and basis following the recovery 
of property deemed lost or destroyed. 


What is a war loss? A war loss may be 
defined as (1) an actual destruction of prop- 
erty as a result of hostilities or (2) the 
seizure of property (constructive or other- 
wise) by the enemy either by actual taking 
or by occupation of the area in which the 
property is located.” 


However, not every taking during war- 
time is a war loss. Thus, it has been held 
that Section 127 had no application where 
the Civil Air Patrol during the war re- 
quisitioned an airplane owned by taxpayer.* 





1P. L. 271, 8lst Cong., extended the time only 
to December 31, 1950. 

2 See Code Secs. 127 (a) (1) and 127 (a) (2). 

3 James G. Moore, et uwe5~CCH Dec. 16,507, 
11 TC 79 (1948). 
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The right to make claims under Section 127 
is not limited to United States citizens. 
Alien residents may make claims, though 
the Commissioner at first contested their 
right to do so.* 


WAR-LOSS CLAIMS 


Section 127 originated in a desire by 
Congress to assist taxpayers in establishing 
the loss of property in enemy-occupied 
areas.” The old Supreme Court decision 
in U. S. v. S. S. White Dental Manufactur- 
ing Company® had held that the taxpayer’s 
factory in Germany was not lost upon the 
outbreak of war in 1917: The Court indi- 
cated that the loss occurred in 1918 upon 
the actual seizure of the pronerty in ques- 
tion by the German author Congress, 
realizing that the total nz of modern 
warfare and the interruption ot normal com- 
munication facilities made it a practical 
impossibility for taxpayers to state definitely 
when a loss occurred, decided to create 
certain statutory presumptions of loss. 
These presumptions were intended to assist 
taxpayers in filling in the evidentiary gap 
created by the absence of available proof. 
Two presumptions of loss were created by 
Congress: " 


(a) That property in enemy countries 
or in a country under enemy control at the 
date war was declared by the United States 
is deemed lost on the date of declaration 
of war; and 


4 David Schnur, CCH Dec. 16,239, 10 TC 208 
(1948) (acq.). 

5 Sec. 156 (a) of the Revenue Act of 1942. 

61 ustc { 235, 274 U. S. 398 (1927). 

™Code Secs. 127 (a) (1) and 127 (a) (2). 


May, 1952 e TAXES — The Tax Magazine 





section 127 


By JAY O. KRAMER, Attorney 


(b) Property not in an enemy country or 
in an area under enemy control at the out- 
break of war is deemed destroyed when 
the enemy comes into control, the date 
being selected by the taxpayer under regu- 
lations prescribed by the Commissioner.- 


Under Section 127 (b), the loss is allowed 
without regard to the possibility of recovery 
in a future year. 


These provisions, on their face, would 
seem to offer taxpayers substantial assist- 
ance in dealing with their war losses. How- 
ever, the experience of the last nine years 
since their enactment has proven that Sec- 
tion 127 is far from a liberal relief provision. 
Taxpayers, in claiming war losses in the 
first place, are faced with several problems. 
Some of these, although they might not 
have been cured by legislation, might, never- 
theless, have been helped along by more 
liberal administrative interpretation. 


Taxpayer Must Prove Cost 
or Other Basis 


Section 127 does not relieve a taxpayer 
from proving his cost or other basis. The 
same catastrophic events which brought 
about the war loss itself are very likely to 
have resulted in a destruction of the per- 
tinent records of the cost or other basis 


of the property. The courts and the Com- © 


8’ Benjamin Abraham, CCH Dec. 15,976, 9 TC 
222 (1947); Ernest Adler, CCH Dec. 15,696, 8 TC 
726 (1947); Hric H. Heckett, CCH Dec. 15,725, 
8 TC 841 (1947); Eugene D’Erbstein, CCH Dec. 
15,646(M), 6 TCM 171 (1947). 

® Regs. 111, Sec. 29.127 (b)-1. 

See Helvering v. Owens, 39-1 uste {| 9229, 
305 U. S. 468. 


War Losses 


missioner have, nevertheless, with rare ex- « 
ceptions, insisted on the same quantum of 
proof to which taxpayers are put in their 
proof of basis on sales or exchanges of 
domestic property. A large majority of 
claims have thus failed because the taxpayer 
has been unable to establish the basis for 
the property lost.® 


Determination of Amount of Loss 


Section 127 (b) does not provide how the 
amount of the war loss is to be computed, 
but the Regulations® state that it is to be 
determined as in the case of any other 
casualty loss under Section 23 (e) or (f). 
The measure of such loss is the adjusted 
basis of the property under Section 112 (b). 
It is not completely clear, even at this late 
date, whether individual taxpayers claiming a 
war loss of nonbusiness property will be 


limited to the lower of cost or fair market 
value.” 


Existence on Date Loss Occurred 


The next hurdle which has blocked re- 
covery under Section 127 is the proof re- 
quired by the courts and the Bureau that 
the property was in existence at the date 
on’ which the loss is presumed to have 
occurred under Section 127 (a), that is, the 
outbreak of war or the date of occupation. 
The normal presumption of law that prop- 
erty continues to exist until the contrary 
is shown has been disregarded in many 
cases. The Commissioner finds no difficulty 
in asserting that Nazi decrees were auto- 
matically sufficient to deprive taxpayers of 
their property in German-occupied areas 
prior to December 11, 1941, despite the 
pronouncement of the President, the State 
Department and the allied nations in the 
London Declaration that such seizures would 
not be recognized. The courts have held 
that such seizures were sufficient to deprive 
taxpayers of effective possession prior to 
the outbreak of war, with the result that 
no war loss could be claimed in 1941.” 


War-Loss Provisions Exclusive 


For a period of years following the enact- 
ment of Section 127, many taxpayers and 
their advisers were of the opinion that the 


1 Paul Saxl, CCH Dec. { 15,771(M), 6 TCM 
454 (1947): Robert E. Ford, CCH Dec. 15,034, 
6 TC 499 (1946); Rozenfeld v. Commissioner, 
50-1 ustc § 9258, 181 F. (2d) 388 (CA-2); Bloch 
v. Commissioner, 48-1 ustc { 9227, 166 F. (2d) 
1022 (CA-2), aff’g CCH Dec. § 15,754(M), 6 TCM 
408 (1947). 
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war-loss provisions of Section 127 were 
optional and nonexclusive. This opinion has 
proven erroneous. The Tax Court has held 
in the Andriesse case” that the war-|pss 
provisions are exclusive. No claim could 
be made for a casualty loss under Section 
23 (e) subsequent to the date of the pre- 
sumed loss under Section 127 (a). This 
still left open the question whether tax- 
payers were required to claim war losses 
in the sense that basis would be lost irre- 
spective of the filing of a war-loss claim. 
Was Section 127 compulsory or elective in 
this sense? F. W. Keeler v. Commissioner,” 
which had discussed Section 127 in terms 
of “election to take a loss,” stated that the 
“election,” once made, was binding. 


However, the question has been answered 
in Shahmoon v. Commissioner,“ where it was 
held that the taxpayer lost all basis for 
depreciation in December, 1941, regardless 
of the fact that he had never claimed a war 
loss. This decision has far-reaching im- 
plications with respect to the recovery of 
property presumed lost. In many cases 
taxpayers had deliberately failed to claim 
war losses at the outbreak of World War II 
for a variety of reasons, including lack of 
specific proof of basis. Their position, when 
confronted with the possibility of recovery, 
was at least uncertain, until the modifica- 
tion of Section 127 (c) (2) (B) by Sec- 
tion 341 of the Revenue Act of 1951, which 
will be discussed below. 


RECOVERIES 


Section 127 has very specific provisions 
for the tax treatment of recoveries of prop- 
erty deemed lost (whether or not the war 
loss is claimed). The amount of the re- 
covery is measured by the fair market value 
of the property on the date of recovery. 


The recovery may fall into three categories: 


(1) The taxpayer is first permitted to 
recover, taxfree, that portion of the war 
loss which did not result in a tax benefit. 
It should be noted that this is precisely 
the reverse of the treatment afforded under 
Section 22 (b) (12) for the recovery of 
previously deducted items. 


(2) That portion of the war loss which 
resulted in tax benefit is treated as ordinary 
income when recovered. 


(3) That portion of the recovery which 
exceeds the previously allowable deduc- 
tions in prior years is treated as a gain 
upon involuntary conversion which is recog- 


12 Abraham Albert Andriesse, CCH Dec. 16,996, 
12 TC 907 (1949). 
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nized or not recognized as provided in Sec- 
tion 112 (f). If the recovery is in cash and 
is immediately reinvested in property of a 
similar nature, recognition of the gain is 
deferred. Regulations provide that the gain, 
if recognized, is includible in gross income 
as ordinary income unless Section 117 (j) 
applies, in which event the gain is treated 
as a gain on the sale or exchange of a 
capital asset held for more than six months. 


The following examples will best illus- 
trate the working of the three recovery 
rules enumerated above. Let it be assumed 
that a taxpayer had a net income in 194] 
of $15,000 without taking any war loss into 
consideration. Let it next be assumed that 
he had property with an adjusted basis of 
$25,000 which was deemed lost in 1941 
under Section 127 (a). If the fair market 
value of the property on the recovery is 
$10,000 or less, the recovery is completely 
tax free, falling within category (1) above 
as a deduction which did not result in a tax 
benefit. If the fair market value of the 
property is between $10,000 and $25,000, 
the taxpayer will have ordinary income 
upon recovery to the extent that the value 
exceeds $10,000. This is the second cate- 
gory mentioned above, constituting a de- 
duction which did result in a tax benefit. 
If the fair market value of the recovered 
property exceeds $25,000, the taxpayer upon 
recovery would have $15,000 of ordinary 
income. The balance above that amount is 
treated as a gain from an involuntary con- 
version. The reporting of the gain can be 
deferred if Section 112 (f) is complied with, 
that is, where cash is received and is in- 
vested forthwith in similar property. This 
is the third category mentioned above. 


Section 127 (c), as amended, also pro- 
vides that where no war loss was “allowed,” 
any recovery shall be deemed to be the 
result of a deduction which did not result 
in a tax benefit. In other words, if a war 
loss was never claimed with respect to the 
property recovered or if a war loss was 
claimed but was disallowed by the Com- 
missioner, the recovery of the property, re- 
gardless of its fair market value, is deemed 
to be taxfree and falls within category (1) 
above. 

These three rules for the treatment of 
war-loss recoveries were found to work 
well where a taxpayer had lost only one 
property. However, Congress found that 
an inequity might result where several prop- 
erties had been lost and only one had been 
recovered. If the fair market value of the 


1350-1 ustc {| 9223, 180 F. (2d) 707 (CA-10). 
14 50-2 ustc J 9500, 185 F. (2d) 384 (CA-2). 
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recovered property at the time of recovery 
exceeded its adjusted basis for loss, the 
amount of the recovery would be treated as 
ordinary income up to the full amount of 
the allowable deduction in 'the loss year. 
This would in some cases, it was found, in- 
clude the deduction allowed for property 
not yet recovered and which might never 
be recovered. To remedy this situation, the 
taxpayer is given a new election under Sec- 
tion 127 (c) (3) (A). The amount of re- 
covery, to the extent it does not exceed the 
allowable deduction for the particular prop- 
erty in prior years, is excluded from gross 
income in the taxable year. The taxpayer 
may treat only the adjusted basis of the 
recovered property as the amount of the 
recovery. If he does this, his tax for 
the loss year is recomputed by reducing the 
permitted war loss deduction in the loss 
year by the difference between the fair 
market value of the property on recovery 
and its original adjusted basis. Credits, 
carry-overs and carry-backs are also then 
recomputed, except the excess profits credit 
in case of corporate taxpayers. If this 
recomputation results in any additional tax, 
it is added to the tax of the recovery year. 


Election Under Section 127(c) 
Irrevocable 


If a taxpayer once makes the election 
provided in Section 127 (c), it is irrevocable 
and applies to all years beginning after 
December 31, 1941, in which recoveries 
occur. The Secretary of the Treasury is 
authorized to make rules and regulations, 
with respect to the manner of making the 
election, consistent with the principles of 
Section 3801 (d). 

Where the taxpayer makes the election 
under Section 127 (c) (3) and the fair 
market value of the recovery exceeds the 
allowable deductions in the loss year, the 
excess is treated under Section 127 (c) (3) 
(B) as a gain upon involuntary conversion 
and is recognized or not recognized as 
provided in Section 112 (f). This covers 
the situation where the fair market value 
of the recovery property exceeds the allow- 
able deductions for all property deemed lost 
in prior taxable years. This provision is 
consistent with prior law. 


It now is incumbent on taxpayers re- 
covering property, the subject of a prior 
war loss, to consider the advisability of an 
election under Section 127 (c) (3). The 


% Regs. 111, Sec. 29.127 (c)-1. 
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a 


election, however, is not a cure-all to all 
basis problems under Section 127 and oper- 
ates only within its limited scope. 


FUTURE BASIS 
OF RECOVERED PROPERTY 


Section 127 (d) sets forth the rules for 
the computation of the basis of recovery of 
property. The general rule is that it is the 
unadjusted basis (fair market value) at 
the date of recovery. Where the taxpayer 
had a gain on the recovery of his property 
which was not recognized, the amount of 
the gain must be subtracted from the fair 
market value to obtain a future basis. This 
latter provision covers the situation where 
the recovery proceeds were reinvested im- 
mediately in property of a like nature, as in 
condemnation-award cases. In the vast ma- 
jority of cases, future basis upon recovery, 
both for future depreciation and for com- 
putation of future gain or loss, is fair mar- 
ket value upon the date of recovery. 


Where an election is made under Sec- 
tion 127 (c) (3) to avoid reporting income 
on the recovery of property whose fair 
market value exceeds its adjusted basis at 
the time of its loss, the new basis is gov- 
erned by Section 127 (d) (2). The new 
basis is an amount equal to the value at 
which such property is included in the 
amount of the recovery under subsection 
(3) (c) (A). In such a case, if the non- 
recognition provisions of Section 112 (f) 
are applied to an excess recovery, the loss 
is further reduced by the amount of the 
unrecognized gain. 


Problems Created by Section 127(d) 


The major difficulty with the recovery 
provisions of Section 127 (d) is that they 


create many more problems than they 
solve. What is a recovery? Does it occur 
on the date of the withdrawal of enemy 
forces from the area? Is physical repos- 
session necessary? The Regulations * speak 
rather naively of the “return of property.” 
Does recovery require judicial restoration 
of title to the property seized? * How does 
one go about determining the fair market 
value of property in war-ravaged areas 


- where currency conditions are chaotic? The 


statute is silent on these points. 

These problems were not acute until the 
Shahmoon decision which held that basis 
(for depreciation) was lost whether or not 

16 Rozenfeld v. Commissioner, cited at footnote 


11, would seem to indicate that effective pos- 
session rather than legal title is the test. 
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a war loss was claimed. Now, every tax- 
payer who owned property at the beginning 
of World War II in enemy-occupied areas 
has, at the very least, a basis problem. 
This problem affects his right to depreciate 
and his gain or loss on sale or exchange. 
Thus, the time to file war-loss claims may 
have expired on December 31, 1950, but the 
attendant basis problems will continue into 
the indefinite future. 












































One Possible Way to Avoid 
Section 127(d) 


One possible method of avoiding Sec- 
tion 127 (d), which has not yet been tested 
in the courts, is to take the position that 
no war loss was sustained in the first in- 
stance. Taxpayers, in limited situations, 
may be able to use the Rozenfeld decision 
to their advantage by asserting their losses 
occurred prior to 1941 (by Nazi or Russian 
seizure). They can then argue that the 
recovery provisions of Section 127 (d) can 
only apply where a war loss was or could 
have been claimed. Their recoveries, they 
may assert, are governed by the general 
tax-benefit rule of Section 22 (b) (12). If 
no tax benefit resulted from the original 
loss, no income is reportable and no adjust- 
ment of basis is required in the year of 
recovery. 

































































































A question that is currently pestering 
state taxation authorities is whether or 
not television service contracts are sub- 
ject to sales tax, and if so, to what extent. 
Rulings from Michigan, New York and 
Washington illustrate the variety of inter- 
pretations. 


The State Tax Commission of Wash- 
ington has ruled that television dealers 
who guarantee to replace parts or to 
maintain and service TV sets for the 
period of a contract on a lump-sum basis 
| are liable for the retail sales tax on the 
full amount charged. All service con- 
tracts for sale of repair labor and parts 
are “retail sales” under the Washington 
definition, the opinion stated. 

The Michigan Department of Revenue, 
while agreeing in substance with the 









































































































7 CCH Dec. 18,169(M), 10 TCM 193 (1951). 
% See, also, Eugene Houdry, CCH Dec. 15,356, 
7 TC 666 (1946), where the court indicated that 

















Manufacturing Company (cited at footnote 6), 
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“SNOW” ON THE TV SERVICE TAX PICTURE 


the doctrine of U. S. v. 8S. 8S. White Dental 


There is no case law on this theory. In 
Waclaw Szukiewicz™ the taxpayer attempted 
to establish a loss in eastern Poland in 1945, 
pointing to the Yalta agreement as the 
“identifiable event.” The Tax Court denied 
the loss, holding that the petitioner had 
actually lost the property in 1939 upon 
Russian seizure. The court noted the con- 
cession by petitioner that no loss could be 
claimed under Section 127. This decision 
gives some hope that a loss and recovery 
may both occur without the application of 
Section 127, where the facts show the loss 
occurred prior to 1941.* 


Scope of Amended Section 127 


While it is clear from the legislative his- 
tory of Section 127 that Congress intended 
to assist taxpayers, it has not worked out 
in practice. Unfortunately, more problems 
are created for the future than are solved 
by its provisions. However, the amenda- 
tory provisions of Section 351 of the Reve- 
nue Act of 1951 help ameliorate some of 
the harsh effects of the original recovery 
provisions of Section 127. An election 
under its provisions may result in refunds 
to those who have already reported income 
on war-loss recoveries. The possibility of 
making such an election should, therefore, 
be carefully considered. [The End] 





Washington authorities that the sales tax 
is due on the entire amount of a service 
contract made on a lump-sum basis, states 
that the tax cannot be applied until there 
is a transfer of a repair part whether it 
be a tube, a knob, a transformer or any 
other part. If nothing more than service 
is furnished during the period of the con- 
tract, no tax is due. 


A different view is taken in New York 
as regards city sales taxes. The Special 
Deputy Comptroller there ruled that TV 
service contracts are not subject to city 
sales taxes if the charge is billed sep- 
arately from the cost of the set. How- 
ever, the ruling held, the person doing 
the servicing would be liable for sales or 
use tax on his purchases of materials to 
fulfill the contracts. 









Sec. 23 or Sec. 127, since it occurred in 1941. 
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still has force when Sec. 127 is not applicable. 
However, in that case the Court did not have 
to decide whether the loss was deductible under 
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Angelus Milling 

Company v. Commissioner 
Rules Are Not 

Made to Be Broken 


Tax Classics e e by Robert S. Holzman 


ONLY said the syntax, 
And left the verb and pronoun out.” * 


66 | 
The lovesick swain who receives such pro- 
vokingly incomplete intelligence can only 
bite his nails in bitter frustration, but the 
Commissioner (who knows that he is un- 
loved) has a more dynamic potential. 


Angelus Milling Company was a processor 
of wheat. After the Agricultural Adminis- 
tration Act had been declared unconstitu- 
tional, Angelus filed a refund claim jointly 
with an affiliate, Niagara Falls Milling Com- 
pany; after all, they did have a joint bank 
account. Admittedly, the form of the claim 
did not satisfy the requirements of the Regu- 
lations; an obsolete blank was used. Niagara 
then filed a claim on the proper form (but 
only in its own name), after which Angelus 
filed an “Amendment to Claim” in its own 
name. Still, however, the information called 
for was not supplied on an individual basis; 
it was merely an apportionment between the 
two companies of all the previously-filed 
claims. “Rejected,” said the Commissioner 
at length, “because you did not supply the 
information called for by the rule book.” 
“Our assorted claims, plus what your ex- 
aminers saw upon audit, gave you all the 
facts,” objected Angelus. “Not according to 
the Regulations,” the Commissioner main- 
tained flatly. “But since your auditors ex- 
amined the case on its merits,” the taxpayer 
argued, “you can’t very well hide behind 
a mere technicality at this time; your audit 
waived your reliance upon the formal regu- 
lation, saying, in effect, those words of the 
Pirate King (forgive the allusion): ‘We 
waive that point; we do not press it, we 
look over it.’ ”? 


missioner caroled, “I prefer these words: 


“*For duty, duty must be done; 


The rule applies to every one.’ ”® 


1Emily Dickinson, Poems, Second Series 
(Boston, Roberts Brothers, 1891), p. 94. 


‘a William S. Gilbert, The Pirates of Penzance, 
ct I, 
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“As a Savoyard,” the Com- . 


On May 21, 1945, Mr. Justice Frank- 
furter delivered the opinion of the Supreme 
Court:* 


“Petitioner’s claim for recovering process- 
ing taxes paid by it was properly rejected 
by the Commissioner if it did not satisfy 
the conditions which Congress directly and 
through the rule-making power given to the 
Treasury laid down as a prerequisite for 
such refund. Insofar as Congress has made 
explicit statutory requirements, they must 
be observed and are beyond the dispensing 
power of Treasury officials. ... The effective 


_administration of these modern complicated 


revenue measures inescapably leads Congress 
to authorize detailed administrative regula- 
tions by the Commissioner of Internal 
Revenue. He may insist upon full compli- 
ance with his regulations. ... 


“Candor does not permit one to say that 
the power of the Commissioner to waive 
defects in claims for refund is a subject 
made crystal-clear by the authorities. ... 


“Treasury Regulations are calculated to 
avoid dilatory, careless, and wasteful fiscal 
administration by barring incomplete or con- 
fusing claims. ... But Congress has given 
the Treasury this rule-making power for 
self-protection and not for self-imprison- 
ment. If the Commissioner chooses not to 
stand on his own formal or detailed require- 
ments, it would be making an empty abstrac- 
tion, and not a practical safeguard, of a 
regulation to allow the Commissioner to 
invoke technical objections after he has in- 
vestigated the merits of a claim and taken 
action upon it. Even tax administration does 
not as a matter of principle preclude con- 
siderations of fairness. 


“Since, however, the tight net which the 
Treasury Regulations fashion is for the pro- 
tection of the revenue, courts should not 
unduly help disobedient refund claimants to 
slip through it. . . . To be sure, it is not 

3 William S. Gilbert, Ruddigore, Act 1. 


4 Angelus Milling Company v. Commissioner, 
45-1 ustc { 9310, 325 U. S. 293. 
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essential for the establishment of a waiver 
that the Commissioner communicate his rul- 
ing on the merits to the taxpayer. But in 
the absence of such explicitness the impli- 
cation that formal requirements were dispensed 
with should not be tenously argumentative. 
No more than that can be squeezed out of 
the materials in this record. Thus it is 
claimed that the Commissioner offered a 
refund, subject to offsets, to the Niagara 
Falls Milling Company. But this rather 
confirms the indication the Commissioner 
was bent on Niagara’s claim. The Com- 
missioner may have acquired knowledge of 
petitioner’s affairs but only by the way, inci- 
dentally to his investigation of Niagara’s 
claims. Petitioner has failed to sustain his 
burden of showing that the Commissioner, 
by examining the facts of petitioner’s claim 
in order to determine the merits, dispensed 
with the exactions of the regulations. 


“An additional argument of the petitioner 
need not detain us long. It urges that tak- 
ing the claims filed by Niagara and peti- 
tioner together, they furnish all the data 
required by the regulations. But it is not 
enough that somewhere under the Commis- 
sioner’s roof is the information which might 
enable him to pass on a claim for refund. 
The protection of the revenue authorizes the 
Commissioner to demand information on a 
particular form, and he is entitled to insist 
that the form be observed so as to advise 
him expeditiously and accurately of the true 
nature of the claim.” 


“WE have experienced a tightening of 
the rules governing ... procedure, and 
prudence and sound business judgment dic- 
tate very careful compliance with all statu- 
tory requirements. This point was stressed 
in the Angelus Milling Company v. Commis- 
stoner case... .”* “As the Supreme Court 
demonstrated in the Angelus Milling Com- 
pany case, waiver of defects in the claim 
for refund must be demonstrated by ‘unmis- 
takable’ proof.” ° 


Under strict interpretation, other fofms of 
proof simply will not do. A dissolving 
corporation wrote its local collector to 
request a prompt assessment. The letter 
was attached to the final tax return. This 
was held insufficient to effectuate the 18- 
month rule as to assessments. “The Com- 
missioner is confronted with a tremendous 
administrative task in processing and in- 
vestigating the millions of returns filed each 








5 William H. Westphal, ‘‘Claims for Refunds,”’ 
TAxES—The Tax Magazine, July, 1951, p. 559. 

6 Samuel Joyce Sherman, ‘‘The Grounds, Facts 
and Evidence in Tax Refund Claims,’’ TAxEs— 
The Tax Magazine, November, 1947, p. 985. 
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year... . Fer [this] reason 

[he] is completely justified in requiring 
strict and meticulous compliance with the 
statute and his regulations. . .. This is not 
a case where the Commissioner is standing 
on mere technical objections after having 
investigated and acted upon the purported 
request. Cf. Angelus Milling Co. v. Com- 
missioner. There is nothing in the 
present record to indicate that the Commis- 
sioner took note of the letter in question or 
in any way recognized it as a request for 
prompt assessment.”* Interest on a refund 
check could not be extended to include the 
period when the payee’s representative was 
being sought. The payee had died and no 
notice as to the executor had been given 
the government. Citing the Angelus case, 
the court declared that the executor “con- 
tends that the Income Tax Division of the 
Internal Revenue Bureau of the Collector’s 
office had knowledge of the death of the 
taxpayer by virtue of the preliminary notice 
of the estate tax upon her estate... by 
appellant, as executor of the estate. While 
the preliminary notice constituted notice of 
all matters pertaining to estate taxes, it 
was not notice to the _ Income Tax Division 
of the Collector’s office of income tax 
matters involving preceding years.” ® 


Yet the rule of reason should apply. A 
corporation, assuming that it was not re- 
quired to include as taxable gross income 
its impounded foreign profits, was informed 
of its error by a revenue agent upon audit. 
The corporation then asked that the foreign 
taxes on this income be allowed as a credit 
against the deficiency. An amended return 
was not filed, nor was Form 1118 (State- 
ment to Support Claim for Credit). In 
allowing the credit, the court stated: “There 
are instances in which strict compliance 
with a regulation is essential to the enforce- 
ment of a system of self-assessed income 
taxes. But ‘the function of the regulation 
is to facilitate research’; and after the 
officials, having done the research, are in 
possession of all the requisite information, 
no practical administrative considerations 
demand that the form be filed: Angelus 
Milling Co. v. Commissioner . . . is not 
apposite; there obvious confusion resulted 
because of the taxpayer’s failure to comply, 
but here there was none... . Perhaps it is 
sometimes justifiable to discipline young 
children for infraction of rules which have 


™Cage et al., CCH Dec. 17,891, 15 TC 529 
(1950). 

8 Dresser v. U. S., 50-1 ustc J 9201, 180 F. (2d) 
410 (CA-10, 1949). 
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no practical importance. But-we think that 
Congress did not want to deal with citizens 
as if they were still in the nursery.” ° 


MEAT PROCESSOR filed a floor 
‘\ stocks tax refund claim. When the 
claim was rejected, it was argued that as 
the Commissioner did not criticize the form 
of the claim nor request additional evidence, 
he thereby had waived any statutory re- 
quirements. In denying a petition for a 
rehearing, the court observed: “Apparently 
... [the corporation] fears we have over- 
looked its analysis of the case of Angelus 
Milling Company v. Commissioner. .. . [But] 
no real distinction is possible between the 
two cases on this point. In the Angelus 
case . . . the Supreme Court . . . agreed 
and held that the Commissioner did not 
waive his power to deny the claim for pro- 
cedural defects even though he had in- 
vestigated the claim upon its merits.” A 
corporation filed an income tax claim “for 
refund of $1 or more,” on general grounds, 
such as adjustment of cost of sales. On 
audit, the claim was rejected, as no adjust- 
ment was apparent, and the corporation was 
so advised. The company “having failed 
to show that the claims have sufficient sub- 
stance to meet the necessary requirements, 
has that defect been waived by the Govern- 
ment? ... Even if the audit had followed 
as a result of the filing of the claims, it 
would not be sufficient to constitute a 
waiver on the part of Commissioner. Evi- 
dence showing an examination of claimant’s 
books by Commissioner without evidence 
that his attention was focussed on the 
merits of the particular dispute, failed to 
sustain that Commissioner had waived de- 
fects in claim.” ” 


Evidence relevant to a ground for refund 
not mentioned in the claim was inadmissible 
in the absence of a showing that the formal 
requirements were waived. A corporation 
filed a refund claim. Subsequently, when 
the matter was before the Tax Court, ad- 
ditional supporting data were offered—and 
refused. “There is even less justification 
here for attributing to the . . . [Commis- 
sioner] a waiver of his formal requirements 
than there might have been in the Angelus 


°W. K. Buckley, Inc. v. Commissioner, 46-2 - 


ustc J 9388, 158 F. (2d) 158 (CCA-2). 

10 Cudahy Packing Company v. U. S8., 46-1 ustc 
{ 9142, 152 F. (2d) 831 (CCA-7). 

1 Hanna Iron Ore Company v. U. 8., 46-2 ustc 
{ 9369, 68 F. Supp. 832 (DC Mich.). 

12 Cherokee Textile Mills, CCH Dec. 14,589, 5 
TC 175 (1945), remanded, on another issue, 47-1 
ustc J 9198, 160 F. (2d) 685. 

13 Republic Oil Refining Company v. Granger, 
51-1 ustc f 9361, 98 F. Supp. 921 (DC Pa.). 
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Milling case. The present claim was com- 
plete on its face. It could have been and 
presumably was considered without respect 
to the additional information which .. . [the 
taxpayer] now seeks to adduce. Considera- 
tion of the claim consequently furnishes 
even less evidence that the . . . [Commis- 
sioner] was considering some ground not 
specified in the claim than was the situation 
in Angelus Milling Co., where there was 
nothing in the formal claim itself to justify 
consideration on the merits. We accordingly 
conclude, on the authority of the Angelus 
Milling case, that . . . [the Commissioner] 
need not be held to have waived the formal 
requirements established with respect to the 
filing of such claims.” ” 


CORPORATION moved oil from i 
“tankers to its refinery by pipeline, 
action that was found subsequently to 
exempt from federal excise tax as the 
had not left its own premises. A refund 
claim was filed which did not mention the 
argument that the pipes were to be con- 
sidered as extending the refinery premises 


_to the ships. In allowing the claim, the 


court declared: “The effective administra- 
tion of these modern complicated revenue 
measures inescapably leads Congress to 
authorize detailed administrative regulations 
by the Commissioner of Internal Revenue. 
He may insist upon full compliance with his 
regulations. Angelus Milling Co. v. Com- 
missioner. [The] claims for refund 
specifically stated that . . . the movements 
of oil involved were within ... [the corpo- 
ration’s] premises. I do not believe the 
amendment was necessary... .”™ 


A claim may be acceptably incomplete if 
there is good reason. An individual filed 
an income tax refund claim based on worth- 
less stock. The nature of loss was not 
stated in the claim, which did say, however, 
that the books were then being audited and 
that exact data would be supplied when the 
audit was completed.* An amended claim 
was accepted. The taxpayer “had in his 
records various data concerning the 
stock. In these circumstances we think the 
claim was properly susceptible of amend- 
ment ... by the verified statement of the 





14This particular taxpayer did not believe 
in holding back anything. As he was later to 
write: ‘‘Time has shown that the only prac- 
tical way to deal with a Revenue Agent is to 
give him promptly everything for which he 
asks.’ Howe P. Cochran, ‘‘First Steps in Fed- 
eral Tax Procedure,’’ Proceedings of New York 
University Fifth Annual Institute on Federal 
Taxation (1946) (Albany, Matthew Bender & 
Company, Inc., 1947), p. 134. 
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specific loss and the pertinent facts relative 
thereto... . See... Angelus Milling Co. 
v. Commissioner... .”™ 


The proper claimant must be identified. 
Just before a federal tax was to be imposed 
upon sales of gasoline by a producer, a pro- 
ducer transferred lubricants to affiliated 
selling companies. A district court ruled 
that the transfers were valid, so a refund 
claim was filed for the taxes. The Regula- 
tions provided that refunds could only be 
made if the claimant established that the 
tax had not been passed on to its vendees, 
and a statement to that effect was made 
by the producer. There was no showing 
that the affiliates (jointly assessed with the 
producer) had not included the tax in the 
prices charged to ‘their customers. Proof 
as to this would not be accepted by the 
court at the hearing. “The holding in the 
Angelus Milling Company case . . . held that 
the evidence was insufficient to establish 
that the Commissioner, by investigating the 
merits of the claim, had waived compliance 
with requirements of treasury regulations 
as to the form of the claim; and that the 
claim, therefore, had been properly rejected. 
In the instant case, the position of the 
Government is stronger, for the reason that 
the defect in the claim for refund is not 
merely technical but is most substantial, in 
that there was a failure on the part of the 
taxpayer to claim and establish an es- 
sential statutory element upon which its 
right to a refund was grounded.” * 


Similarly regarded was a refund claim 
filed by a club for recovery of the federal 
tax on dues paid by members. The claim 
was said to have been filed on behalf of the 
members, although no powers of attorney 
had been obtained from them. “It is contended 
by .. . [the club] that the Commis- 
sioner ‘waived’ the requirement of his regu- 
lation with reference to powers of attorney 
by examining and rejecting the claim on the 
merits, without objecting on the score of the 
club’s failure to file the powers of attorney. 
... But even apart from the regulation now 
in question, the Commissioner is certainly 
without authority to pay out a refund to a 
claimant not the taxpayer, unless such 
claimant is the duly authorized agent of the 
taxpayer. Therefore we do not see how the 
Commissioner’s action in rejecting the club’s 
refund claim on the merits can have the 


18 Cochran v. U. S8., 45-2 ustc { 9440, 62 F. 
Supp. 872 (Ct. Cls.). 

%U, §. v. Standard Oil Company, 46-2 ustc 
7 9411, 158 F. (2d) 126 (CCA-6). 

1 Turks Head Club v. Broderick, 48-1 vustc 
f 9211, 166 F. (2d) 877 (CCA-1). 
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effect of waiving the requirement, necessary 
for the government’s protection, that the 
club must furnish proof of its agency to 
represent the members and collect the re- 
fund on their behalf.” ” 


OMETIMES a claimant alleges that the 

required data can’t be supplied. A manu- 
facturer submitted a floor tax refund claim 
but instead of indicating the figures in- 
volved, it was stated that “it was impossible 
to prove how much of the tax was absorbed 
by the taxpayer and not passed on to others, 
and the attempt to condition such refund 
upon the information called for by these 
headings is therefore unconstitutional and 
invalid.” When the Commissioner refused 
to accept this, a seven-page letter was sub- 
mitted by the company, but additional data 
requested by the Commissioner were not 
furnished. The court refused to accept 
subsequently-offered figures. “These statu- 
tory provisions mean, of course, that in any 
case a taxpayer’s right to maintain a suit 
or proceeding for and to obtain a refund 
depends upon proper compliance with reason- 
able regulations promulgated under authori- 
ty of ... [the statute]. Angelus Milling 
Company v. Commissioner. ... The. . 
[taxpayer] having failed and refused to 
submit any evidence to the Commissioner in 
support of its claim for refund is now 
barred from submitting in court the evi- 
dence which was available and which could 
and should as readily have been offered 
to the Commissioner.” * 

To the same effect was a refund claim’s 
treatment where certain columns were 
marked “not available.” “The circumstances 
here are not unlike those in Angelus Milling 
Co., supra, where a similar claim was made 
and rejected. The Commissioner was at all 
times urging the .. . [taxpayer] to amend 
its claim to include marginal data, or at 
least such marginal data as were available. 
... The... [taxpayer], however, never 
amended its claim and says that its failure 
to do so was due to the unavailability of 
evidence of other supporting facts. df that 
is so, it doesn’t help the . . . [taxpayer’s] 
case. The loss or destruction of all records 
would not lessen the claimant’s burden.” ” 

“This is a hard law, no doubt,” vouch- 
safed one court with an obeisance to the 
Angelus Milling case. “Perhaps it is neces- 

(Continued on page 387) 


1% A, B. Frank Company wv. U. S8., 45-2 ustc 
| 9437, 62 F. Supp. 860 (Ct. Cls.). 

12 Vica Company, CCH Dec. 14,695, 5 TC 535 
(1945), aff’d 47-1 ustc { 9136, 159 F. (2d) 148 
(CCA-9). 
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Books ... 


You Can't Die Cheaply 


Income Tax Treatment of Life Insurance 
Proceeds. William J. Bowe. Vanderbilt 
University Press, Nashville 4, Tennessee. 
1951. 90 pages. $2. 


This book contains a series of articles 
which had their beginning in talks before 
attorney, life underwriter and trust officer 
groups. Professor Bowe has wide practical 
experience in the fields of taxation and 
estate planning. 


For Student and Businessman 


Business Law. Clifford M. Hicks. Harper 
& Brothers, 51 East 33rd Street, New York 
16, New York. 1952. 1,155 pages. $6. 


This book is designed for a college course 
in business law. It covers such subjects as 
contracts, sales, agency, negotiable instru- 
ments, property and business organizations. 
The author, who is professor of business 
organization and management at the Uni- 
versity of Nebraska, has edited his selective 
cases in such a way that the rule of law is 
expressed by a direct quote from an appli- 
cable court decision. In addition to the 
conventional business law subjects, the 
author has added a chapter discussing labor 
and legislation. If any criticism of the book 
is to be made it would be of the fact that 
taxation of business enterprises is not also 
covered as a special problem of business law. 


Taxation Trends in Trucking 


Taxation of the Trucking Industry. Richard 
W. Lindholm. Bureau of Business Research, 
College of Commerce and Administration, 
The Ohio State University, Columbus, 
Ohio. 1951. 141 pages. $3. 


This book presents both a factual sum-~° 


mary of recent taxation trends in the truck- 
ing industry and an economic analysis 
of the impacts on the industry of the various 
forms of taxation. It brings together signifi- 
cant data on taxation trends in the industry, 
including many new series of motor carrier 
tax ratios calculated from unpublished data 


Books . . . Articles 


.. Articles 


of the Interstate Commerce Commission. 
Data are presented in summary tables and 
charts to show clearly, but in a brief com- 
pass, the significant trends in motor carrier 
operations and taxation in the United States 
and in geographic regions of the United 
States in the period 1940-1950. 


The book analyzes the economics of high- 
way finance, and describes and evaluates the 
taxes special to the trucking’ industry, such 
as gasoline, license, gross-earning and ton- 
mile taxes. 


A feature of the book is a sum- 
mary of what truckers think of motor car- 
rier taxes and their expenditures, based on 


. a questionnaire and interview survey con- 


ducted personally by the author, who is pro- 
fessor of economics, Michigan State College, 
and was formerly a member of the Eco- 
nomics Department, The Ohio State Uni- 
versity. 


Price Controls 


The Price of Price Controls. Chamber of 
Commerce of the United States, Washing- 
ton, D. C. 1951. 54 pages. 5O0¢. 


This is a report in booklet form on the 
operation of price controls. It analyzes 
both sides of the question “Should we have 
price controls?” and concludes that price 
controls have never worked for any length 
of time. They bring about higher taxes. 
They exert greater pressure on business 
and industry. They delude the consumer, 
curtail production and are largely ineffectual 
in fighting inflation. 


Lay ‘Em in the Aisles 


The Public Speaker's Treasure Chest. Her- 
bert V. Prochnow. Harper & Brothers, 51 
East 33rd Street, New York 16, New York. 
1942. 413 pages. $3.50. . 


When you are called on to make a speech 
—stand up, speak up, shut up and sit down. 
This may be good advice, but it doesn’t tell 
you what to do when you are “speaking 


up.” This book does tell you how to organ- 
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ize your speech and how to refine it with 
stories, similes, metaphors and quotations. 
The lawyer, more than a member of any 
other profession, is called upon to make 
speeches (not always formal addresses but 
he is asked to stand up and speak up), and 
although this book was issued several years 
ago, it will be of definite help to him on 
such occasions. If the advice given in the 
book is followed, the speaker will be asked 
to speak again. 


How to Tell Your Story 


Speak Up, Management! Robert Newcomb 
and Marg Sammons. Funk & Wagnalls 
Company, 153 East 24th Street, New York 
10, New York, 1951. 308 pages. $5. 


The trouble with business nowadays, say 
the authors, is that in the process of grow- 
ing up, it has lost that old-time contact with 
the people who work in the business at 
levels lower than management. But what 
hasn’t changed over the years is the per- 
sonal desire of people to be appreciated 
and to be a part of an activity. This 
change in the business relationship with 
employees and this unchanging principle of 
the psychological make-up of man _ need 
not result in continuous bickering, unrest 
and antagonism. 


There is a method by which the bosses 
can re-establish contact with their em- 
ployees in a modern manner. This is by 
the effective utilization of communication. 
The authors say there are 101 ways for 
management to speak up. 


For the most part, management has been 
in hot water because of its reluctance to 


speak up and tell its story to its employees , 


and the general public. As far as the pub- 
lic is concerned, this job has been left, to 
some extent, to business associations and 
chambers of commerce, but they do not do 
the whole job. Essentially this relationship 
with employees is one that must be culti- 
vated and maintained on an individual busi- 
ness basis. 


Many firms have successfully used several 
of the means of communication suggested 
and discussed by the authors, who have in- 
stalled and nurtured to successful operation 
many of the devices of communication of 
management’s story. 


Don’t get the idea that the book is one 
that makes a suggestion that every company 
should have an employee publication, for 
while the authors do laud the effectiveness 
of a company publication, it isn’t the only 
suggestion advanced. 


ARTICLES 


Electric Utilities and Taxation ... In 
many cases, the special five-year amortiza- 
tion privilege under Section 124A of the 
Internal Revenue Code fulfills the role in- 
tended by Congress by providing an induce- 
ment to undertake program acceleration in 
support of the defense effort. However, 
special problems are created for a regu- 
lated industry, such as the electric-utility 
industry, by the allowance. The problem 
has been studied by an Illinois CPA for its 
accounting aspects.—Roll, “Accounting for 
Tax Amortization of Defense Facilities,” 
Public Utilities Fortnightly, December 20, 
1951. 


Income Tax and Executives’ Compensa- 
tion ... The impact of federal income tax 
on various pay plans for compensation of 
executives is dealt with in a recent law 
journal article. Its author notes that a “dol- 
lar in additional salary or bonus is worth in 
purchasing power but a small percentage 
of what it was worth ten or 15 years ago, 
and the development in America of a pro- 
fessional management group, the members 
of which rely upon compensation rather 
than business ownership, has given rise to 
a very real social and economic problem.” 
He read the paper from which his article is 
derived at the Fourth Annual Federal Tax 
Conference of the University of Chicago 
last November 2.—Hoffman, “Executives’ 
Compensation,” LasBor LAw JourRNAL, Feb- 
ruary, 1952. 


Farmer-Taxpayer Little attention 
has been paid to the farmer as a taxpayer 
until comparatively recent years, notes a 
member of the Los Angeles bar. Recently, 
however, the Bureau of Internal Revenue 
has become attentive to tax problems in- 
herent in agricultural pursuits, thereby rec- 
ognizing the farmer as an important source 
of revenue; consequently, today’s farmer 
must turn his attention to tax consequences 
of his daily business transactions, fully 
realizing that the Bureau will apply to him 
the same technical construction of the tax 
laws as has long been applied to business- 
men in other fields. 


The recent case of Burrell Groves, Inc., 
16 TC —, No. 142 (May 28, 1951), comes in 
for analysis as one of the situations in which 
the government attempts to minimize capi- 
tal gains benefits of individuals engaged 
in farming.—Halstead, “Capital Gains of 
Farmers,” Southern California Law Review, 
December, 1951. 
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Minnesota Marital Deduction Considered 
... Factors which must be taken into ac- 
count in making the best possible use of the 
marital deduction by residents of Minnesota 
are listed by a member of that state’s bar. 
He enumerates 13 pertinent points, but 
cautions that there “are others and each 
case will bring to light certain ones indi- 
vidually pertinent to it.’—Blackmun, “The 
Marital Deduction and Its Use in Minne- 
sota,” Minnesota Law Review, December, 
1951. 


England’s Purchase Tax ... “The pur- 
chase tax is today an important weapon of 
British fiscal policy,” states an economics 
instructor at Harvard University, in a study 
of the law enacted in 1940. He presents 
the considerations that in many respects the 
United States faces problems similar to 
those of Great Britain; that antipathy to a 
general sales tax is at least as great in this 
country as it was in Great Britain at the 
time of the enactment of the purchase tax; 


and that basic political necessity requires . 


the utmost in circumspection before any 
attempt might be made to increase the tax 
burden of the lower income group in the 
United States—Soloway, “The Purchase 
Tax and Fiscal Policy,” National Tax Jour- 
nal, December, 1951. 


Is the Legal Profession Publicized Ade- 
quately? . . . The author notes that even 
in these days of “superselling,” actions car- 
ry more weight than mere words and ad- 
vises lawyers who cry for action on a 
public-relations program to: “Advertise 
your merits, if you like, but make sure that 
vou hold to the first principle of advertising, 
‘See to it that the goods live up to the 
copy. ’—Morris, “Public Relations Pro- 
grams of the Bar: An Analysis of the 





Problem and the Solution,” American Bar 
Association Journal, February, 1952. 


Handling a Case . . . The proper method 
of preparing for a lawsuit is also the best 
way. Steps for this preparation and the 
procedure for conducting a lawsuit are ex- 
plained.—Kennett, “The Preparation and 
Trial of a Lawsuit,” Washington Law Re- 
view, February, 1952. 

Taking a View of the Bill of Rights .. . 
A New York attorney appraises the wisdom 
of the principles behind the, first ten amend- 
ments to the United States Constitution, - 
and reminds that “the structure of our Bill 
of Rights contains room for many 
divergent viewpoints which, unpopular to- 
day, may be otherwise tomorrow.”—Katz, 
“The Philosophy of the First Ten Amend- 
ments: An Appraisal and a Plea,” Southern 
California Law Review, December, 1951. 

Creditors’ Dilemma . .. In most cases 
accounts are paid to creditors when they 
fall due. But some accounts grow delin- 
quent and therefore become a real cause 
of concern for the creditor. The problem 
of bulk transfer, which grows from this 
situation, is discussed by two attorneys. 


’ The differing existing bulk sales laws and 


proposed amendments are debated, and an 
explanation is given of the problems aris- 
ing from the public auction sale-—Wein- 
traub and Levin, “Bulk Sales Law and 
Adequate Protection of Creditors,” Harvard 
Law Review, January, 1952. © 

It’s Your Fault . . . The problem of what 
to do with the convicted offender should be 
every citizen’s problem, the author main- 
tains, condemning our present penitentiary 
system as fallacious and harmful.—Turney- 
High, “The Present Penal Dilemma,” South 
Carolina Law Quarterly, December, 1951. 
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sarily strict in view of the scope of the 
operations of a fiscal system as large as 
that of the United States. Whether that 
is SO we are not called upon to say. We 
apply the rule; we do not make it. . 

The recovery of claims for tax refunds is 


but an application of this broad and strict ° 


tule.” 


If the Commissioner seems to hobble his 
adversary at times by producing some high- 


* Nemours Corporation v. U. 8., 51-1 vustc 
{ 9271, 188 F. (2d) 745 (CA-3). 


Books . .. Articles 


numbered regulation, the resulting colloquy 
may fall into a familiar pattern: 


ae 


. . besides, that’s not a regular rule: 


‘you invented it just now.’ 


“*Tt’s the oldest rule in the book,’ said 
the King. 


“Then it ought to be Number One,’ said 
Alice.” ™ 


21 Lewis Carroll, Alice’s Adventures in Wonder- 
land (New York, D. Appleton and Company, 
1866), p. 180. 
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Canadian Tax Letter 


Alimony 


Lump-sum payments made to the tax- 
payer after the commencement of di- 
vorce proceedings are not her income. 


The taxpayer, as a result of marital 
trouble, made a written agreement with her 
husband for the payment to her of two 
sums of money, one to be made at the time of 
the agreement and the other five months 
later. The husband also made advance pay- 
ments of premiums on an annuity in favor 
of the taxpayer, with the result that the 
annuity matured in advance of the original 
maturity date. Divorce proceedings were 
commenced by the taxpayer prior to the 
making of the agreement, and a decree nisi 
was obtained after the agreement was made. 
The court, in its judgment, ordered the 
terms of the agreement to be carried out. 
The Minister assessed the amounts received 
in the two lump-sum payments as income. 
He contended that the payments were made 
in pursuance of a decree, order or judgment, 
or separation agreement and were subject 
to taxation in the recipient’s hands. He 
assessed the advance-premium payment as 
income, claiming that it was a personal or 
living expense paid for the wife. The tax- 
payer appealed. 


The Board allowed the appeal. The 
agreement could not be a separation agree- 
ment, it said, because the parties to it were 
not merely separating but were anticipating 
the dissolution of their marriage. The 
payments could not be made pursuant to a 
decree, order or judgment of a court, since 
the first payment was made before the de- 
cree nisi was obtained. The decree nisi 
therefore merely confirmed the agreement. 
Moreover, pointed out the Board, it has 
been held that a court will not ordinarily 
award a lump-sum payment for mainte- 
nance in lieu of periodical payments—it is 
contrary to public policy. Therefore, the 
money received by the taxpayer was not 
income in her hands but was a capital pay- 
ment in return for a release. The amount 


paid in respect of the annuity premiums was 
paid under the terms of a release of all 
claims that the taxpayer gave her husband. 
The Board held that it could not be income 
as it was not part of any profit, gain or 


remuneration of the taxpayer. Rather, it © 


was a payment made by the former hus- 
band to create income for the wife.— 
Cooey v. Minister of National Revenue, CCH 
CANADIAN TAX Reports § 86-514. 


Traveling Allowance 


A reasonable traveling allowance of a 
taxpayer need not be added to income. 


The taxpayer, a salesman, received a 
traveling allowance but did not include the 
allowance in his returns. The Minister as- 
sessed the allowance as income on the 
ground that the taxpayer’s income was from 
an office or employment. 


The Board decided against the Minister. 
It pointed out that the taxpayer did not 
claim a deduction for expenses incurred in 
earning income but merely ignored the 
traveling allowance in determining income. 
It said that the traveling allowance was 
reasonable and that the Income Tax Act 
provides that reasonable traveling expenses 
of a person employed to negotiate contracts 
for his employer are not to be included in 
computing income.—Pollack v. Minister of 
National Revenue, CCH CANApDIAN TAX 
Reports { 86-511. 


Personal and Living Expenses 


Personal and living expenses paid the 
owner of all the shares of a company 
by the company are income to him. 


The taxpayer, the owner of all the shares 
in a company with the exception of two 
director’s qualifying shares, was paid a 
salary by the company during the year in 
question. During that year the company 
also paid more than the salary stipulated, 
the additional sums being for the taxpayer’s 
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personal and living expenses. The Minister 
included that amount in assessing the tax- 
payer. The taxpayer argued that he was 
really the company and paid the company’s 
debts from his own account despite evi- 
dence to the effect that he had no personal 
account. 


The Board supported the Minister. It 
held that the taxpayer and the company 
were two distinct persons in law and s‘nce 
the taxpayer was a shareholder in a com- 
pany which appropriated money for his 
benefit, such money was income in the 
shareholder’s hands.—Olan v. Minister of 
National Revenue, CCH Canapian Tax 
Reports { 86-512. 


Expropriation Problems 


When the purchase of lots is closely 
connected with the taxpayer's business, 
profits made upon their expropriation 
are taxable. 


The taxpayer, a builder of houses which 
he sold soon after their completion, pur- 
chased lots on part of which he built homes 
smaller than those normally built by him. 
Part of the property in question was ex- 
propriated to provide a cutoff for a new 
highway, and the Minister assessed the 
profit made from the expropriation as in- 
come. The taxpayer argued that he was 
engaged in the business of “speculative 
builder,” that the lots were purchased as 
an investment and that their purchase was 
not in any way related to his business. At 
the same time he admitted that he regarded 
the property as a good buy and felt that he 
could dispose of it at a profit. There was 
evidence to show that on other occasions 
he had bought land which he resold for 
homes and other buildings. 


The court upheld the Minister’s assess- 
ment. It held that the purchase of the lots 
was so closely associated with the tax- 
payer’s business operations that it could not 
be considered an isolated transaction com- 
pletely divorced from the business nor- 
mally carried on by the taxpayer.—Kennedy 
v. Minister of National Revenue, CCH 
CANADIAN TAX Reports { 86-524. 


Capital expenses incurred by the tax- 
payer after its property has been ex- 
propriated are nondeductible. 


The taxpayer company, on being forced 
‘to vacate the premises it occupied, pur- 
-chased its own business premises. Soon 


‘Canadian Tax Letter 


after the purchase but before occupancy, 
the property was expropriated to make way 
for a municipal project. Nevertheless, the 
taxpayer occupied the expropriated premises 
for a short time and made repairs which 
were necessary to make the premises suit- 
able for its business. The amount paid to 
the taxpayer on the expropriation did not 
include the cost of the repairs. It was the 
view of the arbitrator making the award 
that the taxpayer should not have moved 
into the premises after they had been ex- 
propriated. The taxpayer then claimed a 
deduction from income for the cost of the 
repairs, and the Minister disallowed any 
deduction on the ground that the expenses 
were not incurred for the purpose of earn- 
ing income. Most of the expenses incurred 
were of a capital nature, since they would 
normally have created a lasting advantage. 


The Board partially agreed with the tax- 
payer. As provided by the Income Tax 
Act, it disallowed all expenditures of a 
capital nature, that is, amounts expended 
substantially to replace existing floors, walls, 
etc., but it allowed the remaining expenses, 


_ which put the assets back into their original 


condition, since they were not of a cap- 
ital nature.—Better Plumbing Company, Ltd. 
v. Minister of National Revenue, CCH 
CANADIAN TAX Reports { 86-525. 


Change in Accounting Basis 


The receivable system of computing in- 
come in installment selling is sound. 


The taxpayer, the owner and operator of 
a music store, sold musical instruments on 
the installment plan. A promissory note 
which constituted evidence, not payment, of 
the unpaid balance due from the purchaser 
was signed for the amount owing in favor 
of the taxpayer. The taxpayer discounted 
the note with a finance company which ad- 
vanced him Q0 per cent of the balance due 
him. When the purchaser met all the obli- 
gations of the contract, the finance company 
remitted the remaining 10 per cent of the 
purchase price to the vendor. If the pur- 
chaser defaulted in his monthly payments, 
the promissory note was turned back to 
the taxpayer and the full amount advanced 
to him charged back. The taxpayer then 
either made his own arrangements for 
financing or he repossessed the instrument. 
Up to the year 1948 the taxpayer had al- 
ways computed his income on the receiv- 
able basis and reported accordingly. In 


389 





1948 the taxpayer, on the advice of new 
accountants, reported his income on a cash 
basis. The Minister assessed on the receiv- 
able basis and the taxpayer appealed. He 
introduced evidence to show that from an 
accounting standpoint the cash basis of 
computing income in this type of selling 
was more sound. 

The Board upheld the Minister’s decision. 
Other accounting texts introduced by the 
Minister in support of his assessment indi- 
cated that the receivable system of com- 
puting income in installment selling was 
sound. . It was pointed out that in install- 
ment selling there were essentially two en- 
terprises involved, the selling of merchandise 
and the loaning-of money. By discounting 
the notes with a finance company, the ele- 
ment of the loaning of money found in these 
sales was eliminated. In the measuring of 
income, income is realized just as fully 
when an article is sold for a promise of 
cash as when it is sold for cash down. 
Hence, the Minister’s assessment on the re- 
ceivable basis was held to be valid.—Kent 
v. Minister of National Revenue, CCH 
CANADIAN TAX Reports { 86-526. 


Late Filing of Returns 


An explanation for the late filing of 
a return cannot prevent the imposing 
of a fine. 


The taxpayer company, which had a fis- 
cal period ending December 31 each year, 
was fined for filing its return two days 
after the six-month time limit set by the 
Income Tax Act. The taxpayer, in its pro- 
test against the fine, submitted an explana- 
tion for the fact that it filed two days late. 

The Board did not accept the. taxpayer’s 
arguments. It said that the act specifically 
provides a time limit for the filing of com- 





¢ . 


pany returns and imposes a penalty for late 
filing. It added that therefore it could not 
take into consideration an explanation for the 
late filing and that the penalty must stand.— 
Hughes-Owens Company, Lid. v. Minister of 
National Revenue, CCH CANapDIAN Tax 
Reports { 86-530. 


Family Allowances 


When children are qualified for an 
allowance, the deduction permitted is 
the same whether or not the allowance 
has been received. 


The taxpayer claimed a deduction of 
$1,200 for the support of his three children. 
No family allowances had been drawn, be- 
cause the taxpayer had been informed by an 
employee of the district tax office that chil- 
dren who had not been in Canada for three 
consecutive years were not eligible. Con- 
sequently no application had been made 
since the taxpayer was a newcomer. The 
Minister. submitted that the Income Tax 
Act specifically states that when children 
are qualified for the allowance, the deduc- 
tion for each child is $150, whether or not 
the allowance is, in fact, received. He 
submitted further that the misinformation 
by a servant of the Crown leading to the 
misunderstanding is immaterial, since the 
Crown is not bound by the laches of its 
servants. 


The Board upheld the Minister, saying 
that although the taxpayer was the victim 
of an unfortunate situation, it was bound by 
the act. Furthermore, it agreed that it is a 
well-established principle in law that the 
Crown is not bound by the laches of its 
servants.—Salter v. Minister of National 
Revenue, CCH CaAnapIAN TAx  REPpoRTS 
{ 86-528. 
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be nor as to the indices that may be used. 
The Regulations were amended in Novem- 
ber, 1949, to permit the use of dollar-value 
LIFO, but no definition of the term “dollar- 
value method” is contained in the Regula- 
tions, nor are there any rulings on the 
application of the method to multiple-item 
inventories. Until a Treasury ruling or 
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additional litigation clarifies the extent to 
which broad dollar-value pools may be 
used, taxpayers electing this method of 
valuation must be guided by what is rea- 
sonable in the light of the basic require- 
ment of all inventory methods, viz., that 
they clearly reflect income. (The End] 
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Tax=-Wise 


Meetings of Tax Men 


Federal Tax Institute of New England.— 
An all-day forum on estate planning will 
be held Saturday, May 3, at the Statler 
Hotel in Boston, by the Federal Tax Insti- 
tute of New England. Erwin N. Griswold, 
Dean of the Harvard Law School, will act 
as chairman. Included in a panel of lead- 
ing specialists in the estate field who are to 
speak are A. James Casner, professor, Har- 
vard Law School, and James B. Lewis, 
Office of Tax Legislative Counsel, Treasury 
Department. Both tax and nontax aspects 
will be covered. 


University of Kansas City—A Sympo- 
sium on Oil and Gas, with considerable 
stress on tax problems, will be held Friday, 
May 16, at the School of Law, University 
of Kansas City, Kansas City, Missouri. 


DePaul University—The DePaul colleges 
of commerce and law held their first Insti- 
tute on Federal Taxation April 24, 25 and 
26 at the La Salle Hotel, Chicago. 


Critics Diverge Over 
Last Month’s Cover and Story 


As a result of last month’s cover and 
the accompanying article, “The Expanding 
Tax Bite,” that appeared in this depart- 
ment, two letters came in, one accusing us 
of following a government propaganda line, 
the other excoriating us for terming the 
federal tax bite as expanding when, in 
reality, by our own figures it has been. 
decreasing percentagewise on the national 
income since 1945. 


In the first letter, Paul D. Seghers of 
New York enclosed a ratio chart (at right) 
which showed that the federal government’s 
revenue accelerated much faster from 1940 to 
1945 than did the national income. He 


Tax-Wise 


Taxes... 
Tax People... 
Things Taxed... 


stated that our cover gave the impression 
of a much greater proportional rise in na- 
tional income. Mr. Seghers drew from our 
figures to point out that in 1935 the federal 
revenue take was $1 from every $16 of 
national income; in 1941, $1 from every $15.28; 
in 1945, $1 from every $4.15; and in 1950, 
$1 from every $6.14. 


The second letter, from Mr. George Brunn 
of San Francisco, said that the author was 


getting tired of comments viewing with 


alarm the allegedly increasing federal tax 
bite. He threw our own figures back at us 
with an attached percentage column, as 
follows: 


43.8 
BILLIONS 
= 


NATIONAL / 
GOVERNMENT'S/ 





Internal __Collec- 
National Revenue: tions as 
Income Collec-  Approxt- 
(in tions (in mate % 
Year millions) millions) of Income 
1944 183,838 40,122 22 
1945 182,691 43,800 24 
1946 180,286 40,672 23 
1947 198,688 39,108 20 
1948 223,466 41,865 19 
1949 216,831 40,463 18 
1950 239,000 (est.) 38,957 16 
1951 274,000 (est.) 50,446 18 


“This certainly doesn’t look as if Uncle 
Sam were taking an increasingly larger 
chunk of our national income. Considering 
the fact that we are now engaged in the 
largest peace time armament program in 
history, the tax situation hardly looks terri- 
fying, even though we pay more than we 
would like to pay. Also it would only be 
fair to point out that none of the chronic 
complainants have ever come forward with 
any program that would reduce the per- 
centage of income taxed by more than a 
fraction. If anyone knows how we can 
successfully engage in a global ‘struggle 
against Communism and reduce this per- 
centage from 18 to, say 10 or 12, Congress 
and I would certainly like to hear it,” Mr. 
Brunn wrote. 

While we appreciate Mr. Brunn’s point- 
ing out to us our own error in terming the 
federal tax bite as increasing when in reality 
it has been decreasing as a percentage of 
the national income, we would like to add 
that the decreases have been small consid- 
ering the fact that we are not engaging in 
any major war. Also, we would like to 
follow up Mr. Brunn’s reworking of our 
figures by adding a percentage column for 
the years 1940 through 1943, as follows: 


Collec- 
tions as 
A pproxi- 


Internal 
National Revenue 
Income Collec- 
(in tions (in mate % 
Year millions) millions) of Income 
1940 81,347 5,340 07 
1941 103,834 7,370 07 
1942 137,119 13,048 10 
1943 169,686 22,371 13 


In the above years, we were preparing 
for war and were engaged in a total major 
war. Yet at no time did the federal reve- 
nue “bite” on the national income take the 
percentage that it does today. 

Those readers who would compare the 
figures on this month’s cover with the fig- 
ures in our chart of last month should be 


informed that they were compiled on dif- 
ferent bases. The chart figures of last 
month were based on the fiscal year while 
the figures used in preparing this month’s 
cover chart are totals for calendar year 
1951, month by month, as compiled from 
daily Treasury statements. 


The purpose of the cover chart is to 
show the relative importance of the various 
sources of internal revenue. The triangle’s 
area, not its height, was geometrically di- 
vided to provide the visualization of the 
relative importance of the various sources 
in contributing to total collections of ap- 
proximately $56 billion during calendar year 
1951. 


Twenty-five Years Ago 


The May, 1927 issue of TAxeEs contained 
an article on state gasoline tax collections 
for 1926. According to the data presented, 
automobile owners dropped $187,603,231 in 
gas taxes into the coffers of 44 states. The 
other four states—lIllinois, Massachusetts, 
New Jersey and New York—were still not 
levying a tax on gasoline sales. The highest 
tax rate in effect at that time was the 5 
cents per gallon levied by South Carolina, 
while Rhode Island and Texas trailed with 
rates of a mere penny on a gallon. 


In addition to the taxes on gasoline that 
were paid, autoists were further nicked for 
$288,282,352 in registration fees and $88,920,180 
in excise taxes, making a total in excess 
of $500 million. 


Atomic Energy Cocktails 
Ruled Nontaxable 


A New Mexico county liquor license tax 
may not be assessed upon a contractor 
operating a bar at the Los Alamos Atomic 
Energy Project, according to an opinion of 
the New Mexico attorney general. The 
opinion followed the ruling of the United 
States Supreme Court in Carson v. Roane 
Anderson Company, wherein Tennessee use 
and sales taxes were held nonapplicable 
to an Atomic Energy Commission contrac- 
tor under a broad interpretation of Section 
9(b) of the Atomic Energy Act. 


Seek Atomic Energy Act Revision 
on Taxability of Contractors 


Legislative removal of immunity from 
state taxation for contractors of the Atomic 
Energy Commission is sought by California 
Senate Joint Resolution 5, adopted March 
28, which memorializes Congress to amend 
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the act so as to eliminate language which 
makes such tax exemption possible. The 
California legislators argue that Congres- 
sional hearings before the bill was passed 
show no intent to make the exemption 
clause all-inclusive, that it has never been 
the policy of the United States to extend 
immunity from state taxation to its con- 
tractors or their vendors and that the 
Congress has repeatedly rejected any and 
all such suggestions. 


Labor Views on Taxes 


The practice of cities and states, particu- 
larly in the South, of granting tax conces+ 
sions and other benefits to industries to 
lure them or to hold them has been at- 
tacked 
serted in the Congressional Record. 


The evils resulting from the practice, as 
pointed out by William Leader, president 
of Local 1 of the AFL American Federation 
of Hosiery Workers, include unemployment 
in the community from which the industry 
is lured, a shifting of the tax burden to 
workers while drastically cutting corpora- 
tion taxes, and a conceivable means of 
wrecking the American economy. 


In addition to tax concessions, Leader 
said that cities and even states are voting 
to borrow money to finance buildings and 
equipment for business, and he pointed out 
that the money so raised must be repaid 
by local taxpayers. 


Mr. Leader disagreed with the claim of 
many advocates of the practice that it stabil- 
izes the nation’s economy. He said that when 
a number of communities follow such a 
practice, others consider themselves forced 
to go along. The practice could become 
general between states, cities and towns and 
lead to an economic civil war, the labor 
leader warned. 


Current State Income Tax Legislation 


CORPORATE INCOME TAXATION 


Colorado—H. B. 33 extends the 20 per 
cent tax reductions for corporations to 
1952; removes the tax exemption from mu- 
tual savings banks not having a capital 


stock represented by shares, mutual or co-. 


operative telephone companies, and farm- 
ers’ cooperatives; and sets up new provisions 
for credit unions, savings and loan associa- 
tions and several types of cooperatives. 
Approved and effective February 18, 1952. 


Georgia—Act 859 defines nonprofit agri- 
cultural associations entitled to tax exemp- 
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in a labor leader’s statement in- 


tions as those organized and operated under 
the Cooperative Marketing Act. Approved 
February 5, 1952; effective for taxable years 
beginning after December 31, 1951. 


Kentucky—H. B. 69 extends the 4% per 
cent net income tax on corporations. Ap- 
proved February 14, 1952; effective for the 
calendar year beginning January 1, 1952, 


and for fiscal years beginning on or after 
January 1, 1952. 


Virginia—Chapter 51 extends the deduc- 
tions for charitable contributions granted 
to other corporations to certain coopera- 
tives. Approved February 18, 1952; effec- 
tive for the tax year 1952 and subsequent 
taxable years. 


PERSONAL INCOME TAXATION 
Colorado—H. B. 33 extends the 20 per 


cent tax reduction to 1952; permits service- 
men to deduct $1,000 of their pay from 
gross income in taxable years during peace- 
time; and recognizes gain on the sale of 
a residence only to the extent the sale price 
exceeds the purchase price of a new resi- 


- dence. Approved and effective February 18, 


1952; applicable to all taxable years ending 
on and after December 31, 1952. 


Georgia—Act 644 grants armed forces 
veterans of Korea a six-month extension 
for filing returns and paying tax without 
interest or penalties. The extension dates 
from the serviceman’s return to the conti- 
nental United States. Approved and effec- 
tive February 12, 1952. 


Income tax returns and payment date for 
Georgia estates and trusts on a calendar- 
year basis is changed to April 15; for those 
on a fiscal-year basis, it is changed to the 
fifteenth day of the fourth month following 
the close of the fiscal year. Acts 813 and 
904. Approved February 15, 1952; effective 
January 1, 1951. 


Old-age and blind tax exemptions are 
made by Georgia Act 859. Additional $500 
exemptions are provided for the taxpayer 
reaching 65 before the close of his taxable 
year and for his spouse if a separate return 
is made and the spouse has reached 65. 
The same exemption is added for a blind 
taxpayer and for the blind spouse if a 
separate return is made. Approved Febru- 
ary 5, 1952; effective for taxable years after 
December 31, 1951. 


Act 878 of the Georgia Legislature pro- 
vides for the using of federal income tax 
regulations as a yardstick in determining 
nonrecognition of gain on a distribution to 
the stockholder of a corporation after Octo- 
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ber 20, 1951, or on a distribution in com- 
plete liquidation of a corporation occurring 
in 1951 or 1952. Approved and effective 
February 16, 1952; effective for taxable 
years after December 31, 1950. 


Act 924 amends the Georgia income tax 
law. Among other provisions, the exemp- 
tion for dependents is increased from $400 
to $500, and individuals are permitted an 
additional deduction for medical and dental 
expenses and are given the privilege of 
electing to take an optional standard deduc- 
tion. Approved February 15, 1952; effective 
for all taxable years ending on or after 
February 15, 1952. 

Kentucky—H. B. 69 extends the follow- 
ing increases in the income tax law: (1) 
income of individuals in excess of $8,000 
is to be assessed at 6 per cent instead of the 
former 5 per cent rate for all income over 
$5,000; (2) the credit allowed married indi- 
viduals or heads of families is reduced from 
$50 to $40; (3) returns are required of 
married individuals living together whose 


United Press Photo 


combined net income or combined gross 
income exceeds $2,000 or $2,500, respec- 
tively, instead of $2,500 or $3,000, as for- 
merly. Approved February 14, 1952; effective 
for the calendar year beginning January 1, 
1952, and for the fiscal years beginning on 
or after January 1, 1952. 


Maryland—Chapter 8 establishes a flat 15 
per cent reduction in the individual income 
tax rates. Approved February 25, 1952; ef- 
fective for calendar year 1951 and fiscal 
years begun in 1951. 

Mississippi — Sweeping revisions in the 
state income tax laws have been made by 
H. B. 38. The changes are chiefly in the 
direction of greater simplicity. 


The rate structure has been changed; the 
new rates are 2 per cent on the first $5,000, 
3 per cent on the next, 4 per cent on the 
next, 5 per cent on the next $10,000 and 
6 per cent above $25,000. The replaced rate 
structure began with a 1 per cent rate on 
the first $4,000. 


“There should be a sonnet 
About the faded bonnet 
With last year’s bow upon it, 
Of the poor working girl. 


“Her suit she got in ’40, 
Her shoes no more are sporty, 
Her dresses all are shorties, 
That’s the poor working girl. 


“She has rent to pay .. . food to buy, 
But her taxes are .. . so darn high 
When she gets her check—it’s such a wreck 

She can’t make ends meet, 
It’s a feat she can’t beat. 


“So let’s enlist the nation 
To get some legislation 
To elevate the station 
Of the poor working girl!” 


Protesting that they were unable to afford new Easter outfits because of high taxes, 
Gerry Carson, left, and Mildred Heredeen of Hollywood show the Easter card they sent 


to Robert L. Doughton, chairman of the House Ways and Means Committee. 


The girls 


are members of the new organization for working girls called ‘“‘White Collar Girl, 


U.S.A.” 
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Dependency exemptions are omitted en- 


tirely, but’.personal exemptions have been 


substantially raised to $4,000 for single per- 
sons and $6,000-on joint returns. With the 
increase in these exemptions, the special 
provision for exempting military pay has 
been dropped. 

The optional standard deduction has been 
increased to 10 per cent with a ceiling of 
$500; formerly it was 8 per cent and $400. 
Gross income of $6,000 or more, instead of 
$5,000 as formerly, must be reported. 


The exclusion of return premiums from 
the gross income of life insurance com- 
panies has been extended to all insurance 
companies. Approved April 16, 1952; effec- 
tive January 1, 1952. 


New York—Chapter 28 provides that if 
before expiration of the statutory period for 
determination of tax, a taxpayer consents 
in writing that such period be extended, the 
return may be revised and the amount of 
tax due determined at any time within such 
extended period. Approved and effective 
February 20, 1952. 

New York Chapter 50 exempts service- 
men not domiciled in the state from income 
tax, and excludes service pay from the term 
“sross income” and from taxation. Ap- 
proved and effective February 28, 1952. 


The 3 per cent tax on net incomes of New 
York unincorporated businesses is continued 
for one year by Chapter 60. Approved and 
effective February 20, 1952. 


The New York 10 per cent tax reduction 
on personal income and net capital gain is 


extended one year by Chapter 61. Ap- 
proved and effective February 29, 1952. 


New York Chapter 85 provides that if 
a taxpayer does not occupy the status of 
head of a family except by reason of there 
being one or more dependents for whom 
he would be entitled to credit, the credit 
shall be disallowed with respect to one of 


such dependents. Approved and effective: 
March 4, 1952, 


Virginia—Chapter 32 changes the system 
of personal and corporate income tax cred- 
its based on taxes collected. Approved 
February 14, 1952; effective June 27, 1952. 


Chapter 51 of the Virginia laws provides _ 


for the deduction of medical and dental 
expenses with certain limits, based on the 
taxpayer or his spouse reaching the age 
of 65. Approved February 18, 1952; effec- 
tive for the tax year 1952 and subsequent 
taxable years. 

Tax liability for income realized from 
the sale of a home is limited by Virginia 


Tax-Wise 


Chapter 81 to the amount by which the 
sale price of the old residence exceeds the 
cost of the new. Approved February 20; 


effective on sales made after December 31, 
1951. 


Chapter 271 provides that beginning Jan- 
uary 1, 1954, Virginia taxes on net income 
shall be in lieu of the 50 cent per $100 
fair value tax imposed on all bonds, notes 
and other evidences of debt, demands and 
claims. Certain exceptions are provided 
for. Approved March 8, 1952; effective for 
the tax year 1954 and subsequent years. 


State Sales Tax Revisions 


Ohio Sales Tax Rule No. 39 has been 
amended to specify certain classes of arti- 
cles considered to be used directly in manu- 
facturing, processing or refining, which are 
therefore exempt from the tax. Actual pro- 
duction machinery which acts upon the raw 
material in completion of the finished prod- 
uct is one of the classes named. 


South Carolina Sales Tax Regulation 34, 
concerning new and used automobiles, has 


-been canceled and supplanted with Regula- 


tion 34, covering new automobiles, and 
Regulation 35, limited to used automobiles. 
No substantial change was made except 
that a radio or heater ordered by a new-car 
buyer as part of the original transaction 
is considered optional equipment and is in- 
cluded in the factory-delivered list price for 
tax purposes. 

The Iowa State Tax Commission has issued 
a pamphlet containing minor corrections to 
the existing sales and use tax regulations. 


Taxes via the Crystal Ball 


Legislators in two states, worrying about 
where the money is coming from, have 
called on fortune tellers. In Mississippi, 
the local privilege tax on the activities 
of fortune tellers has been ,increased from 
$150 to $500 by S. B. 181. In Alabama, a 
fortune teller who does business through- 
out the state must pay a state license fee 
of $40 in every county in which he prac- 
tices, according to a recent opinion of the 
attorney general. 


State Sales Tax Legislation 


A new Arizona law, Chapter 11, provides 
that the total amount of gross income, gross 
receipts or gross proceeds from sales shall 
be deemed to be the amount received, ex- 
clusive of the gross income (sales) tax, but 
only if the taxpayer proves that the tax 
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has been added to the sales price and not 
absorbed by him. Approved and effective 
March 6, 1952. 


Another new Arizona law, Chapter 100, 
exempts sales of tangible personal property 
to licensed Arizona contractors from the 
sales tax. Approved and effective March 
24, 1952. 


In Georgia, Act 574 confirms the execu- 
tive order suspending sales and use taxes 
on school lunches, religious papers and 
state banks. Approved and effective Febru- 
ary 6, 1952. 


The date for filing sales and use tax re- 
turns and paying the tax in Georgia has 
been changed from the last day of the 
month to the twentieth day of the month 
by Act 894. Approved February 15, 1952; 
applicable to returns and taxes for March, 
1952, and thereafter. 


South Carolina S. B. 574 provides that 
the term “livestock” includes baby chicks 
and poults in regard to exemption from the 
sales and use tax. Approved March 4, 1952; 
effective July 1, 1952. 


United States Has Tax Treaties 
with Ten Nations; Others Planned 


Under authority of United States Code 
Section 22 (b), the State Department has 
been effecting tax treaties with foreign 
countries. The primary purpose of these 
treaties has been to eliminate international 
double taxation and to render mutual as- 
sistance in tax enforcement. Treaties are 
in effect with ten countries, have been 
signed but await ratification with four coun- 
tries and are in the process of negotiation 
with 13 others. 


Treaty phraseology is mostly in terms of 
broad policies, depending, of course, upon 
the particular aspects of each tax system 
involved. Differences of view may arise out 
of differing stages of economic and indus- 
trial development, the possibilities of reve- 


nue, and the general level of business and 


financial relations. Interpretative judicial 
or administrative construction of the treat- 
ies, however, is still scarce. 


The United States now has effective 
treaties with the following countries: Canada, 
Denmark, France, Ireland, Netherlands, 
New Zealand, Norway, Sweden, Switzer- 
land and the United Kingdom. Ratification 
of treaties is pending with Belgium, Fin- 
land, Greece and the Union of South Africa. 
Tax treaties are in the making with Argen- 
tina, Australia, Austria, Brazil, Colombia, 
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Cuba, Israel, Italy, Japan, Luxembourg, 
Mexico, the Philippines and Uruguay. 


Taxpayers Want New Taxes 
in Colorado and Montana 


An initiative petition being circulated in 
Colorado calls for the enactment of a 5 per 
cent oil severance tax. Signers must num- 
ber 34,888 by July to get it on the ballot. 


Initiative petitions being circulated in 
Montana are for a bond issue of $2,250,000 
for the Montana State Training School and 
for a bond issue of $3,000,000 for the Mon- 
tana State Hospital for the Insane. Each 
of the bond issues would be paid by an ad 
valorem tax of less than one mill per dol- 
lar of valuation. Signers must number 8 
per cent of the legal voters in the state with 
a stipulated 8 per cent of the voters in each 
of two fifths of the counties. The signed 
petitions must be filed before July 4 to get 
on the ballot. 


Income Tax for City in Michigan 
Ruled Unconstitutional 


The income tax ordinance in Saginaw, 
Michigan, which was to go into effect July 1, 
has been declared unconstitutional by the 
Circuit Court of Saginaw County in the 
case of House v. City of Saginaw. The court 
ruled that Saginaw, as well as other Michi- 
gan cities with home-rule charters, does not 
have the power to levy an income tax. The 
case has been appealed to the Michigan 
Supreme Court. 


Indian Journal Comments 
on United States Tax Scandal 


Evidence that the news of the tax scandal 
in the United States penetrated. throughout 
the world is furnished by the publication 
of commentary in The Journal of the Indian 
Institute of Accountancy and Taxation. 


In analyzing the scandal, the journal said 
that the “root cause of the trouble is that 
tax collecting in America is treated as a 
branch of politics. The country’s 64 chief 
tax collectors have up to the present time 
been appointed by the President as a re- 
ward for party work. Each collector ap- 
points minor politicians as deputy collectors. 
The forms of fraud range from the payment 
of ‘hush’ money to the issue of cheques for 
refunds to non-existent taxpayers at ac- 
commodation addresses and their subse- 
quent encashment.” 
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Acq. and Non-acqa. 


Tax Bonus for Choosing 
Correct Time to Close Year 
Sir: 


For years, accountants have advised their 
clients that the best time to end their fiscal 
year is during a low point in the yearly 
cycle, when inventories, receivables and 
borrowings are at their lowest. The advan- 
tages of such a closing were primarily to 
present a fairly liquid statement for credit 
purposes and to facilitate much of the work 
at the year-end closing. 


For the first time in the writer’s recol- 
lection, the income tax laws give a tax 
concession to firms whose fiscal years end 
at the time when their borrowings are at 
their lowest point. This. advantage arises 
out of the application of Section 435 (g) of 
the Excess Profits Tax Act of 1950. This 
particular section refers to net capital addi- 
tions or reductions during the taxable year. 
Daily capital additions are defined in Sec- 
tion 435 (g) (3) (C) as follows: 


“75 percentum of the amount, if any, by 
which the average borrowed capital for the 
taxable year exceeds the daily borrowed 
capital for the first day of the taxpayers’ 
first taxable year under this subchapter.” 


The same language is employed in defin- 
ing capital reductions, except that the 
amount used is 75 per cent of the excess 
of the daily borrowed capital at the begin- 
ning of the taxpayer’s first taxable year 


over the average borrowed capital for the 
taxable year. 


Note that in computing the average cap- 
ital additions or reductions in borrowed 
capital, the average borrowed capital for the 
taxable year is compared with the daily 
borrowed capital at the beginning of the 
taxpayer’s first taxable year. Thus a yearly 
average iS compared with the amount on 
one single day. It is because of this un- 
equal comparison that an advantage accrues 


Acq. and Non-acq. 


to a taxpayer whose fiscal year ends at the 
low point of its yearly borrowings as com- 
pared with a taxpayer whose year end coin- 
cides with the high point in its yearly 
borrowing. 


Certain industries such as canning, grain 
dealing and other highly seasonal industries 
have wide fluctuations in inventories. In 
order to finance these seasonal operations, 
these companies use extensive bank credits 
with inventory pledged as collateral. The 


canning industry is a typical example of 


such a method of operation and financing. 
Many of these companies complete their 
canning operations in three to four months. 
The firfished merchandise is usually placed 
in bonded warehouses and pledged as se- 
curity for the loans necessary to carry on 
their business during the remaining months 
of the year. 


The inequality of Section 435 (g) can 
best be shown by using canning operations 
as an example. 


Most canning operations start in July and 
cease in October or November. In an 
average year shipments are completed in 
the following May or June. Accordingly, 
many canners choose a fiscal year ending 
on May 31 or June 30. 


In computing their excess profits tax, 
when Schedule EP-2 (B) is completed, 
these companies have an advantage over 
companies with calendar-year endings. 
This can be shown by assuming the 
following: 


(1) Average borrowings for the year, 


- $1,000,000; (2) Borrowings on December 31, 


1951, $2,000,000; (3) Borrowings on May 31, 
1951, none; (4) Borrowings on January 1, 
1950, $2,000,000; (5) Borrowings on June 1, 
1950, none. 


Using the above facts, a computation of 
the effects of the difference in fiscal-year 
endings is as follows: 
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Schedule EP-2 (B) 


Taxpayer A— 
Calendar 
Year Ended 
December 
31, 1951 


Taxpayer B— 
Fiscal Year 
Ended May 

31,1951 


Borrowed capital at beginning of 


first 
June 30, 1950 


taxable year ending after 


$2,000,000 None 


Average daily amount of borrowed 


capital for the taxable year 
75 per cent of 


$1,000,000 


excess, if any, of 


Line 4 over Line 3 (capital addi- 


Line 3 over Line 4 (capital 


duction) 
20 = 12 per cent of capital addition 


750,000 


24 12 per cent of capital reduction.... 


In the case of taxpayer A, who uses a 
calendar-year accounting period, the average 
income credit is reduced by $90,000, which 
means an additional tax of $27,000. In the 
case of taxpayer B, who uses a fiscal year 
ending with a low point in his borrowings, 
the average income credit is increased by 
$90,000, or a savings in tax of $27,000. 
While it may be good business judgment 
to choose a fiscal year ending during the 
low point of a company’s activities, I am 
sure that Congress never intended to re- 
ward those firms by a financial adyantage 
to the detriment of firms who chose fiscal 
years at the high point of their inventory 
and borrowings. 


The Commissioner .of Internal Revenue 
and the Joint Committee on Internal Rev- 
enue Taxation already are aware of this 
inequity. The joint committee staff now 
has this problem under consideration and 
promises efforts to relieve this inequity. 

A. R. ELLMAN 
CHICAGO 
[Mr. Colin F. Stam, Chief of Staff, while 
he agrees with Mr. Ellman, points out that 
solution of the problem is complicated by 
the “necessity of coordinating the computa- 
tion of net capital additions and reductions 
in the excess profits tax period with the 
computation of base period capital addi- 
tions.” —Editor.] 


City Tax Calendar... 


June 15—Arizona: Phoenix business privi- 
lege tax reports and payment due. Colo- 
rado: Denver sales tax reports and pay- 


ment due. New York: New York City 
gross receipts tax reports and payment 
due. Ohio: Columbus corporate income 
tax second installment (estimated) due; 
Columbus personal income tax second 
installment (estimated) due; Youngstown 
corporate income tax second installment 
(estimated) due; Youngstown personal 
income tax second installment (estimated) 
due. Pennsylvania: Erie employer with- 
holding tax reports and payment due; 
Erie personal income tax second install- 
ment due; Erie School District income 
tax second installment due; Harrisburg 
mercantile license tax reports and pay- 
ment due; Philadelphia withholding pay- 
ment of sums in excess of $50 withheld 
in preceding two months due; Scranton 
employer withholding tax reports and 
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payment due; Scranton income tax fourth 
installment due. 


June 20—Louisiana: New Orleans sales and 
use tax reports and payment due. 


June 25—New York: New York City con- 
duit company tax reports and payment 
due; New York City public utility excise 
tax reports and payment due. 


June 30—California: Los Angeles monthly 
sales and use tax reports and payment 
due. Ohio: Dayton corporate income tax 
second installment (estimated) due; Day- 
ton personal income tax second install- 
ment (estimated) due; Toledo corporate 
income tax second installment (estimated) 
due; Toledo personal income tax second 
installment (estimated) due. Pennsylva- 
nia: Erie School District income tax em- 
ployer withholding reports and payment 
due; Philadelphia personal property taxes 
delinquent. 
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State Tax Calendar 


Since taxes in relation to business are 
growing in complexity, more space is being 
devoted to the presentation of articles ex- 
planatory of this ever-changing picture. 
Therefore, the State Tax Calendar will 
include the report and payment due dates 
for only the important taxes—franchise, 
income and property. If the states in 
which you have interests are not listed, 
there are no franchise, income or property 


tax reports or payments due therein for 
the month covered. 


ALABAMA: June 15—Corporate income 
tax second installment due.—Personal in- 
come tax second installment due. 


ARIZONA: June 2—Property reports from 
railroads, telegraph and telephone compa- 
nies due. June 15—Annual reports and 
registration fees from corporations due.— 
Corporate income tax second installment 
due.—Personal income tax second install- 
ment due. 


DELAWARE: June 30—Foreign corpora- 
tion annual reports due. 


GEORGIA: June 15—Corporate income 
tax second installment due.—Personal in- 
come tax second installment due. 


IDAHO: June 20—Property 
annual installment delinquent. 


tax semi- 


ILLINOIS: June 1—Personal property tax 
reports and payment due (last day).— 
Property tax semiannual installment from 
private car lines due.—Real property tax 
semiannual installment due. 


IOWA: June 2—Property reports from 
freight line and equipment companies due. 


KANSAS: June 20—Property tax second 
installment due. 


KENTUCKY: June 30—Domestic 
foreign corporation annual statement of 
process agent due.—Foreign corporation 
statement of existence due. 


LOUISIANA: June 15—Income tax re- 
ports and payment from foreign corpo- 
rations having no office in Louisiana due. 


State Tax Calendar 


and - 
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MAINE: June 1—Franchise reports due. 
MASSACHUSETTS: June 1—Corporate 


franchise (income) tax payment from 
utilities due. 


MINNESOTA: June 15—Corporate in- 
come tax (over $30) second installment 
due.—Personal income tax (over $30) 
second installment due. June 30—Prop- 
erty reports due (last day). 


MISSISSIPPI: June 15—Corporate in- 
come tax second installment due.—Per- 
sonal income tax second installment due. 


MISSOURI: June 1—Property reports due. 


MONTANA: June 15—Income (corpora- 
tion license) tax due. 


NEBRASKA: June 1—Property reports 
from car companies, other than sleeping 
car companies, and from air carriers due. 


NEVADA: June 2—Property tax quarterly 
installment due. 


NEW JERSEY: June 15—Franchise tax 


from railroad companies due. 


NORTH CAROLINA: June 15—Corpo- 
rate income tax second installment due.— 
Personal income tax second installment 
due. 


NORTH DAKOTA: June 15—Corporate 
income tax second installment due.—Per- 
sonal income tax second installment due. 


OHIO: June 20—Property tax semiannual 
installment from public utilities due— 
Real property tax semiannual installment 
due. 


OKLAHOMA: June 15—Corporate in- 
come tax second installment due.—Per- 
sonal income tax second installment due. 


SOUTH CAROLINA: June 15—Corpo- 
rate income tax second installment due. 


—Personal income tax second installment 
due. 


SOUTH DAKOTA: June 1—Property re- 


ports from railroad, telegraph and tele- 
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phone, sleeping car, light, power, heat, 
water, and gas and pipeline companies 
due. June 30—Property reports due (last 
day). 


TEXAS: June 30—Property tax second in- 
stallment due. 


UTAH: June 15—Excise (income) tax sec- 
ond installment due. 

VERMONT: June 15—Personal income 
tax second installment due. 


VIRGINIA: June 1—Corporation income 
tax due. 


| WASHINGTON TAX TALK—Continued from page 328 | 


reorganized according to functions, such as 
collection, enforcement, ruling, personnel 
evaluation, audit, training and accounting. 
The reorganization will enable taxpayers to 
transact in one office all matters relating 
to federal taxes. Until the new structure 
begins to function in a particular district, 
the taxpayers will deal with the Bureau in 
the same manner as in the past. 


Emphasis is being placed upon the fact 
that one of the primary purposes of Re- 
organization Plan No. 1 is to provide more 
convenient service for the taxpayer. His 
contacts with the Bureau will be through 
the deputy district commissioner’s office. 
Present plans call for 64 such offices, with 
one in each city in which a collector’s office 
is now located. 


Commissioner John B. Dunlap said that 
the plan was the product of five years of 
careful study in the Treasury and the Bureau, 
and that its implementation “will insure 
more effective supervision of our employees, 
tighter administration, direct lines of au- 
thority, greater economy, and much finer 
service to the public.” 

Information Returns.—Where the corpo- 
rate dividend payment amounts to less than 
$10 per shareholder, no information return 
would be required for 1952 and subsequent 
years, according to the Commissioner’s 
tentative proposal to amend the regulations 
under Code Section 148, made April 4 
before the Joint Committee on Internal 
Revenue Taxation. 


Acquiescence. — The Commissioner’s ac- 
quiescence in the following decisians has 
been announced: 


Bihlmaier, CCH Dec. 18,559.—Where ad- 
vances to a corporation were made under 
circumstances which indicated that there 
‘was some hope of recovery and, therefore, 
that the debt being created had an original 
worth, such debt is deductible when proved 
to be uncollectible. 

Conestoga, CCH Dec. 18,547.—(1) The tax- 
payer’s purchase of its own obligations at 
less than face value did not result in tax- 
able gain where the taxpayer was insolvent 
before and after the transaction. (2) Notes 
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redeemed by the Baltimore & Ohio Rail- 
road retained their original basis: in the 
hands of the taxpayer where they were 
previously altered as to interest and ma- 
turity under a recapitalization plan. 


Finkenberg’s Sons, CCH Dec. 18,662.— 
Employees’ traveling expenses in connec- 
tion with attendance at furniture markets 
were allowed as deductions to the employer. 


Meaker, CCH Dec. 18,357—Consideration 
received (capital stock) for a lease was tax- 
able in the year the lease took effect rather 
than in the year when signed. 

Mershon, CCH Dec. 18,643.—Amounts 
stipulated to have been paid out by tax- 
payer as traveling expenses were held to 
be deductible under Code Section 22 (n) 
without the necessity of determining tax- 
payer’s status as an employee. 


Nonacquiescence.—The Commissioner does 
not acquiesce in the following decisions: 


Cold Metal Process, CCH Dec. 18,653.—An 
accrual-basis taxpayer need not accrue im- 
pounded settlement payments where its right 
to such monies was not established in the 
taxable year. 


Heer-Andres Investment Company, CCH 
Dec. 18,623.—Additional rent measured by 
the net sales of taxpayer’s lessee during the 
taxpayer’s fiscal year, ended January 31, but 
payable within the first ten days of the fol- 
lowing February, should have been accrued 
as income for the year with respect to which 
it was due and not for the succeeding year 
when it was payable. 


Kleberg, CCH Dec. 13,597.—Taxpayer was 
entitled to capital gains rates and a holding 
period in excess of ten years in computing 
income tax on an amount received in 1934 
as a second-installment payment for transfer 
of a community interest in a contract right 
to receive future rentals. A previous ac- 
quiescence has been withdrawn. 


Kleberg, CCH Dec. 11,618.—Where tax- 
payers sold their right to 20 annual pay- 
ments for real estate for one-half cash, the 
balance to be paid the next year, only the 
amount received in the first year was tax- 
able in that year. 
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federal Tax Calendar 


Jui 16 


S 


e date for second quarterly payment 
y corporations on income tax due for 
alendar year 1951 (installment is 35 
er cent of the tax). 


e for filing declaration of estimated 
ix by individuals for calendar year 
52 if filing requirements were first 
iet after March 1, 1952, and before June 

1952. Installment payable is one 
uird of estimated tax. 


' date for payment of one quarter of 
stimated tax for 1952 by individuals 
hose declarations were due on March 
5, 1952, and whose payments are on 
1e installment basis. 


Die date for employers who withheld 
more than $100 in taxes (federal in- 


come tax on wages under Code Section ° 


1622 and Federal Insurance Contribu- 
tions Act taxes under Code Sections 1401 
and 1410) during May to deposit such 
amount with a federal reserve bank or 
other authorized depositary. (Regula- 
tions 116, Section 405.606.) 


Due date, by general extension, of returns 
for the calendar year 1951 in the case 
of (1) foreign partnerships; (2) foreign 
corporations which maintain offices or 
places of business in the United States; 
(3) domestic corporations which trans- 
act their business and keep their records 
and books of accounts abroad; (4) 
domestic corporations whose principal 


income is from sources within the pos- 
sessions of the United States; and (5) 
American citizens residing or traveling 
abroad, including persons in the military 
or naval service on duty outside the 
United States. (Regulations 111, Sec- 
tion 29.53-3(a).) Forms: (1) Form 1065; 
(2)-(4) Form 1120; (5) Form 1040. 

By general extension, last day for fidu- 
ciaries of estates and trusts to file non- 
taxable returns of income for fiscal year 
ended January 31, 1952. Textension is 
not applicable to returns of beneficiaries 
or other distributees of such 
or trusts. (Regulations 111, 
29.53-3(b).) 

Monthly information returns of stock- 
holders and of officers and directors of 
foreign personal holding companies due 
for May. Form 957. 

Due date for delivery to local collector of 
internal revenue, by stamp depositaries 
of the United States, of requisitions for 
all stamps purchased during the pre- 
ceding month, with statement showing 
stamps on hand at beginning and end 
of such month and stamps sold during 
that month. Payment also due for pro- 
ceeds of sales of stamps sold during 
preceding month. 


estates 
Section 


June 30 


Returns for excise taxes due for May. 
Forms 726, 727, 728, 728(a), 729, 932. 





Other Helpful, Informative CCH Magazines 


Labor Law Journal 


* Specifically designed and edited to promote sound 
thinking on labor law problems, the Labor Law 
Journal publishes incisive articles concerned with the 
intimate and complex relationship of Law, Labor, 
Government, Management, and Union. Month after 
month, the Journal brings you the serious thinking, 
the reasoned conclusions, the viewpoints, and atti- 
tudes of leaders of thought and action—on significant, 
pivotal labor law problems. 


Specialists in that field—from government, law, 
union, education, management —treat troublesome 
phases of labor law in factual, hard-hitting articles. 
No punches are pulled—nothing is “slanted.” Issued 
monthly; subscription rate—$6 a year. Sample copy 
on request. 


Insurance Law Journal 


% Month after month, this helpful magazine presents 
timely articles on pertinent subjects of insurance law, 
digests of recent decisions, comments on pending 
legislation, rulings of state commissioners and attor- 
neys general, and other features reflecting the chang- 
ing scene of insurance law. The Journal is edited 
exclusively for insurance law men, by insurance law LR SMe 
men. Emphasis is on the insurance law fields of Life, 
Health and Accident, Fire and Casualty, Automobile, 
and Negligence. Issued monthly; subscription rate— 
$10 a year, including a handsome binder for per- 


manent filing of each monthly issue for a year. Send 
for a sample copy. 


Food Drug Cosmetic Law Journal 


* Essentially, the purpose of the Journal is to stimu- 
late and facilitate the exchange of professional views 
in a highly specialized field of law. Each issue pre- 
sents signed articles—by specialists, public officials, 
and other authorities—on legal problems involved in 
the preparation, packaging, labeling, storage, and dis- 
tribution of foods, with respect to nutrition, health, 
and the general public welfare, in addition to notes on 
legislative, administrative and judicial developments. 
Issued monthly; subscription rate—$10 a year, in- 
cluding binder for year’s issues. Sample copy sent on 
request. 
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